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Background  The  Comptroller 


The  Office  of  the  Comptroller  of  the  Currency  (OCC)  was 
established  in  1863  as  a  bureau  of  the  Department  of  the 
Treasury.  The  OCC  is  headed  by  the  Comptroller  who  is 
appointed  by  the  President,  with  the  advice  and  consent  of 
the  Senate,  for  a  5-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Examine  the  banks; 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital  or  other  changes  in  corporate  or 
banking  structure; 

•  Take  supervisory  actions  against  banks  that  do  not 
conform  to  laws  and  regulations  or  which  other¬ 
wise  engage  in  unsound  banking  practices,  in¬ 
cluding  removal  of  officers,  negotiation  of 
agreements  to  change  existing  banking  practices, 
and  issuance  of  cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and  invest¬ 
ment  practices  and  corporate  structure. 

The  OCC  divides  the  United  States  into  six  geographical 
districts,  with  each  headed  by  a  Deputy  Comptroller. 

The  Office  is  funded  through  assessments  on  the  assets 
of  national  banks. 


Eugene  A.  Ludwig  took  the  oath  of  office  on  April  5, 
1993,  as  the  27th  Comptroller  of  the  Currency. 

By  statute,  the  Comptroller  serves  a  concurrent  term  as 
Director  of  the  Federal  Deposit  Insurance  Corporation 
and  the  Neighborhood  Reinvestment  Corporation.  The 
Comptroller  also  serves  as  a  member  of  the  Federal 
Financial  Institutions  Examination  Council. 

Mr.  Ludwig  joined  the  OCC  from  the  law  firm  of  Cov¬ 
ington  and  Burling  in  Washington,  D.C.,  where  he  was 
a  partner  beginning  in  1981.  He  specialized  in  intellec¬ 
tual  property  law,  banking,  and  international  trade.  He 
has  written  numerous  articles  on  banking  and  finance 
for  scholarly  journals  and  trade  publications,  and 
served  as  a  guest  lecturer  at  Yale  and  Harvard  Law 
Schools  and  Georgetown  University's  International  Law 
Institute. 

Mr.  Ludwig  grew  up  in  York,  Pennsylvania,  where  he 
attended  York  Suburban  High  School.  He  earned  a  B.  A. 
magna  cum  laude  from  Haverford  College  in  Pennsyl¬ 
vania.  He  received  a  Keasbey  scholarship  to  attend 
Oxford  University,  where  he  studied  politics,  philoso¬ 
phy,  and  economics  and  earned  a  B.A.  and  M.A.  He 
holds  an  LL.B.  from  Yale  University,  where  he  served  as 
editor  of  the  Yale  Law  Journal  and  chairman  of  Yale 
Legislative  Services. 


The  Quarterly  Journal  is  the  journal  of  record  for  the  most  significant  actions  and  policies  of  the  Office  of  the  Comptroller  of 
the  Currency.  It  is  published  four  times  a  year  in  March,  June,  September  and  December.  The  Quarterly  Journal  includes 
policy  statements,  decisions  on  banking  structure,  selected  speeches  and  testimony,  material  released  in  the  interpre¬ 
tive  letters  series,  statistical  data  and  other  information  of  interest  to  the  administration  of  national  banks.  Suggestions, 
comments  or  questions  on  content  may  be  sent  to  Claire  Emory,  Senior  Writer/Editor,  Communications  Division,  Comptroller 
of  the  Currency,  Washington,  D  C.  20219.  Subscriptions  are  available  for  $60  a  year  by  writing  to  Publications--~QJ 
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Operations  of  National  Banks 


Third  Quarter  1995  Highlights 

Earnings 

National  banks  earned  a  whopping  $8.4  billion  in  the 
third  quarter  of  1995,  shattering  the  previous  quarterly 
record  set  a  year  ago  by  more  than  $1 .3  billion.  Earn¬ 
ings  were  propelled  by  higher  noninterest  income,  due 
to  increases  in  both  fee  and  trading  income,  and  lower 
noninterest  expense,  due  to  a  reduction  in  deposit 
insurance  premiums.  Net  interest  income  also  rose  in 
the  quarter  because  of  strong  loan  growth  and  stable 
net  interest  margins. 

National  banks  are  well  on  the  way  to  their  fourth 
consecutive  year  of  record  annual  earnings.  On  a  year- 
to-date  basis,  national  bank  earnings  as  of  the  third 
quarter  were  $1.7  billion  ahead  of  last  years’  record-set- 
ting  pace. 


Net  income  $  Billions 
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Source:  call  reports 
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Source:  call  reports 


ROE  by  size  group 


□  94Q3  □  95Q2  H  95Q3 


Under  $100  mil.  $100  mil  -  $1  bit  $1  bil  -  $10  bil  Over  $10  bil. 


Profitability 

National  bank  profitability  also  reached  new  highs  in 
the  third  quarter.  Return  on  equity  (ROE)  set  a  quarterly 
record  at  18.41  percent.  ROE  increased  substantially 
for  both  the  smallest  national  banks,  those  with  assets 
under  $100  million,  and  the  largest,  those  with  assets 
over  $10  billion.  Moreover,  more  than  40  percent  of  all 
national  banks  earned  an  ROE  over  15  percent  in  the 
quarter.  Recent  profitability  levels  are  particularly  im¬ 
pressive  because  national  banks  continue  to  increase 
their  equity  capital  ratios. 

Net  loan  losses  by  type 


1991  1992  1993  1994  1995 


Source:  call  reports 

Credit  Quality 

Some  indicators  of  credit  quality  deteriorated  in  the 
third  quarter,  but  for  most  banks  credit  quality  has  yet 
to  become  a  drag  on  earnings.  Loan  loss  provisions 
and  net  loan  losses  increased  for  the  second  straight 
quarter  to  their  highest  levels  since  the  fourth  quarter 
of  1993,  but  both  continued  to  be  historically  low.  Not 
all  loan  types  experienced  higher  losses,  however;  net 
loan  losses  were  up  for  C&l  and  consumer  loans,  but 
down  for  real  estate  loans.  Total  noncurrent  loans 
decreased  for  the  second  consecutive  quarter  as  the 
decline  in  real  estate  loans  offset  increases  in  noncur¬ 
rent  consumer  and  C&l  loans. 
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Loan  Growth 


Total  loans  to  deposits 


Loan  growth  at  national  banks  moderated  somewhat  in 
the  third  quarter,  but  remained  strong  at  over  8  percent. 
Consequently,  loans  rose  to  63.4  percent  of  assets,  the 
highest  loans-to-assets  ratio  for  national  banks  since 
the  second  quarter  of  1991.  The  moderation  in  loan 
growth  was  due  to  both  demand  factors — such  as  the 
anticipation  of  more  moderate  economic  growth  and 
high  consumer  debt  levels — and  supply  factors — such 
as  concerns  about  liquidity  and  credit  quality  if  the 
health  of  the  banking  industry  were  to  deteriorate. 
Those  concerns  were  also  partly  responsible  for  nation¬ 
al  banks  increasing  their  securities  holdings  for  the  first 
time  in  six  quarters. 


Annualized  quarterly  loan  growth 

% 


Source  call  reports 


Bank  Funding 

As  has  been  the  case  for  nearly  three  years,  loan  growth 
out-paced  deposit  growth  at  national  banks  in  the  third 
quarter.  Greater  reliance  on  nondeposit  funding  sour¬ 
ces  has  increased  loans-to-deposits  ratios  for  national 
banks  of  all  sizes.  Some  anecdotal  evidence  suggests 
that  nondeposit  funding  increased  to  offset  deposit 
outflows.  Conversely,  other  evidence  suggests  that 
banks  are  using  nondeposit  funding  to  reduce  overall 
funding  costs.  Concerns  have  been  raised  that  these 
alternative  sources  of  funding  may  become  more  costly 
if  market  rates  move  higher  or  national  banks  begin  to 
experience  widespread  credit  quality  problems. 


Source:  call  reports 


Industry  Structure 

The  banking  industry  continues  to  consolidate,  with 
much  of  the  decline  in  the  number  of  national  and  state 
banks  due  to  mergers  within  multibank  holding  com¬ 
panies.  Because  multibank  holding  companies  with 
national  bank  affiliates  have  consolidated  more  fre¬ 
quently  than  those  with  state  bank  affiliates,  the  relative 
decline  in  the  number  of  national  banks  is  more 
pronounced.  National  banks  account  for  45  percent  of 
the  shrinkage  in  the  banking  industry  this  year,  but 
make  up  only  29  percent  of  all  commercial  banks.  The 
national  bank  share  of  commercial  bank  assets  was  54 
percent  as  of  the  third  quarter,  down  only  slightly  from 
the  beginning  of  the  year,  because  about  70  percent  of 
national  banks  closed  by  mergers  were  consolidated 
into  other  national  banks. 
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Aggregate  performance  data  for  national  banks 
(Data  through  third  quarter  of  each  year) 


1990 

1991 

1992 

1993 

1994 

1995 

Industry  Structure 

Number  of  banks . 

4,018 

3,870 

3,652 

3,386 

3,145 

2,898 

Number  of  banks  with  losses 

573 

545 

282 

181 

109 

79 

Number  of  failed/assisted  banks 

88 

35 

18 

21 

3 

1 

Income  Statement  ($  Billions) 

Year-to-Date: 

Net  income 

7.38 

7.02 

13.11 

19.27 

20.16 

21.87 

Net  interest  income 

50.44 

52.56 

57.04 

60.50 

62.54 

64.76 

Noninterest  income . 

25.52 

26,59 

29.90 

33.77 

34.12 

37.64 

Noninterest  expense . 

51.60 

54.78 

57.80 

62.01 

61.97 

64.38 

Loan  loss  provision . 

13.72 

15.45 

12,15 

7.04 

4.22 

4.35 

Gams  on  securities  sales,  net  . 

0.14 

0.95 

1.84 

1.37 

0.25 

0.19 

Extraordinary  income,  net 

0.10 

0.72 

0.24 

1.59 

-0.04 

-0.01 

Net  loan  loss . 

13.74 

15.43 

11.73 

7.32 

4.35 

4.19 

Third  Quarter: 

Net  income . 

1.41 

1.69 

4.68 

6.93 

7.12 

8.41 

Net  interest  income  . 

17.05 

18.28 

20.09 

20.81 

21.64 

22.66 

Noninterest  income . 

8.52 

9.09 

10.40 

11.86 

12.04 

13.61 

Noninterest  expense . 

17.63 

19.43 

20.19 

20.76 

21.34 

21.77 

Loan  loss  provision . 

5.49 

5.79 

4.21 

2.12 

1.29 

1.69 

Gams  on  securities  sales,  net  . 

0.02 

0.44 

0.79 

0.54 

-0.21 

0.10 

Extraordinary  income,  net 

0.02 

0.09 

0.07 

0.03 

0.00 

0.00 

Net  loan  loss . 

3.95 

5.74 

4.44 

2.23 

1.32 

1.75 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

8.47 

7.67 

13.30 

17.04 

16.31 

16.63 

Return  on  assets . 

0.50 

0.48 

0.91 

1.29 

1.27 

1.31 

Net  interest  margin . 

3.44 

3.57 

3.95 

4.04 

3.95 

3.88 

Loss  provision  to  loans . 

1.45 

1.66 

1.38 

0.78 

0.44 

0.42 

Net  loan  loss  to  loans . 

1.46 

1.66 

1.33 

0.82 

0.45 

0.40 

Noncurrent  loans  to  loans  . 

3.70 

4.23 

3.73 

2.56 

1.47 

1.21 

Loss  reserves  to  loans . 

2.50 

2.66 

2.81 

2.63 

2.34 

2.11 

Loss  reserves  to  noncurrent  loans . 

67.66 

62.90 

75.26 

102.90 

159.93 

174.54 

Loans  to  assets . 

64.59 

62.05 

60.57 

60.05 

60.56 

63.45 

Loans  to  deposits . 

83.78 

79.30 

78.69 

79.96 

84.75 

90.75 

Equity  to  assets . 

6.06 

6.30 

7.13 

7.80 

7.81 

8.03 

Estimated  leverage  ratio . 

5.78 

6.10 

6.74 

7.36 

7.44 

7.51 

Estimated  risk-based  capital  ratio . 

8.66 

9.81 

11.19 

12.46 

12.55 

12.55 

Note  0  00  indicates  a  gain  of  less  than  $5  million. 

1995  data  are  preliminary 

Financial  and  Statistical  Analysis  (12/11/95) 
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Aggregate  condition  data  for  national  banks 
(Data  through  third  quarter  of  each  year) 


1990 

1991 

1992 

1993 

1994 

1995 

Balance  Sheet  ($  Billions) 

Assets . 

1,982.82 

1,995.51 

1,979.50 

2,060.46 

2,203  56 

2.321.49 

Loans  . 

1,280.69 

1,238.32 

1,199.08 

1,237.33 

1,334.37 

1,472  97 

Real  estate  (RE)  . 

498.16 

502.52 

500.09 

512.53 

547.70 

596  45 

Commercial  &  industrial  (C&l) . 

387.80 

356.73 

333.05 

338.64 

361.30 

394.00 

Consumer  (cnsmr) . 

240.37 

232.52 

227.57 

241.20 

276.52 

306  96 

Noncurrent  loans . 

47.35 

52.36 

44.78 

31.63 

19.56 

17.78 

Noncurrent  RE  loans . 

21.88 

28.03 

25.04 

18.71 

11.66 

9.45 

Noncurrent  C&l  loans . 

15.65 

17.17 

13.33 

7.89 

4.06 

4.17 

Noncurrent  cnsmr  loans . 

0.24 

3.36 

3.27 

3.09 

2.87 

3.51 

Other  real  estate  owned . 

12.64 

17.11 

18.68 

13.05 

7.58 

4.48 

Securities  not  in  trading  account*  . 

315.06 

344.21 

394.98 

430.59 

428.87 

391.94 

Total  liabilities . 

1 ,862.66 

1,869.71 

1,838.26 

1,899.67 

2,031.54 

2,135.16 

Total  deposits . 

1,528.60 

1,561.63 

1,523.74 

1,547.36 

1,574.49 

1 ,623.06 

Domestic  deposits . 

1 ,324.00 

1,372.25 

1,333.10 

1 ,336.26 

1,318.50 

1,339.10 

Loan  loss  reserve . 

32.04 

32.93 

33.70 

32.55 

31.28 

31.03 

Equity  capital . 

120.09 

125.81 

141.23 

160.79 

172.02 

186.32 

Total  capital . 

142.97 

151.73 

167.89 

191.68 

205.71 

219.92 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

3.26 

8.04 

-5.76 

53.68 

101.53 

63.83 

Loans  . 

6.58 

-40.27 

-32.19 

42.26 

63.70 

88.54 

Noncurrent  loans . 

6.34 

0.52 

-5.62 

-8.47 

-6.77 

-0.09 

Other  real  estate  owned  . 

3.42 

2.66 

1.00 

-4.11 

-2.92 

-1.56 

Securities  not  in  trading  account*  . 

20.58 

31.27 

34.77 

26.75 

-8.24 

-22.40 

Total  liabilities . 

-2.90 

2.46 

-19.77 

37.95 

94.50 

50.50 

Total  deposits . 

22.98 

3.07 

^19.50 

-4.33 

-2.58 

-6.94 

Loan  loss  reserve . 

-0.40 

-1.29 

-0.15 

-0.51 

-0.28 

-0.03 

Equity  capital . 

6.16 

5.58 

14.01 

15.73 

7.04 

13.33 

Total  capital . 

N/A 

4.62 

14.34 

18.22 

10.53 

10.65 

Third  Quarter  Changes: 

Assets . 

-0.53 

31.01 

4.47 

46.60 

18.25 

20.08 

Loans  . 

10.89 

-11.20 

-8.76 

29.86 

33.92 

30.64 

Noncurrent  loans . 

3.66 

-2.37 

-2.39 

-2.93 

-1.75 

-0.21 

Other  real  estate  owned . 

1.93 

-0.37 

0.23 

-1.83 

-0.83 

-0.22 

Securities  not  in  trading  account*  . 

3.01 

15.16 

13.44 

9.71 

-11.16 

0.19 

Total  liabilities . 

-0.98 

29.18 

0.20 

41.76 

14.44 

15.59 

Total  deposits . 

7.45 

26.79 

-18.71 

18.41 

10.15 

5.95 

Loan  loss  reserve . 

1.59 

-0.17 

-0.36 

0.04 

-0.02 

-0.06 

Equity  capital . 

0.44 

1.84 

4.27 

4.84 

3.80 

4.49 

Total  capital . 

-0  11 

1.17 

5.37 

6.50 

5.00 

4.70 

’Beginning  in  1994,  securities  classified  by  banks  as  "held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  "available-for-sale”  are  valued  at 
their  current  fair  value. 

Note:  1995  data  are  preliminary. 

Financial  and  Statistical  Analysis  (12/11/95) 
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Aggregate  performance  data  for  national  banks  by  size 
(Data  through  third  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $1 0B 

Total 

1994 

1995 

1994 

1995 

1994 

1995 

1994 

1995 

1994 

1995 

Industry  Structure 

Number  of  banks 

1,848 

1,626 

1,083 

1,060 

178 

169 

36 

43 

3,145 

2,898 

Number  of  banks  with  losses 

83 

49 

22 

27 

4 

3 

0 

0 

109 

79 

Number  of  failed/assisted  banks . 

2 

1 

1 

0 

0 

0 

0 

0 

3 

1 

Income  Statement  ($  Billions) 

Year-to-Date: 

Net  income . 

0.78 

0.75 

2.75 

2.55 

6.95 

5.97 

9.69 

12.59 

20.16 

21.87 

Net  interest  income . 

2.86 

2.55 

9.08 

8.81 

19.85 

18.38 

30.75 

35.02 

62.54 

64.76 

Noninterest  income  . 

0.99 

1.11 

3.14 

2.85 

11.95 

9.68 

18.04 

24.00 

34.12 

37.64 

Noninterest  expense . 

2.66 

2.50 

7.73 

7.38 

19.64 

16.65 

31.94 

37.86 

61.97 

64.38 

Loan  loss  provision . 

0.08 

0.08 

0.43 

0.48 

1.64 

2.22 

2.07 

1.57 

4.22 

4.35 

Gams  on  securities  sales,  net  . 

0.00 

0.00 

-0.02 

-0.01 

0.04 

-0.06 

0.23 

0.26 

0.25 

0.19 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

-0.04 

-0.01 

-0.04 

-0.01 

Net  loan  loss . 

0.07 

0.06 

0.37 

0.40 

1.77 

1.79 

2.14 

1.95 

4.35 

4.19 

Third  Quarter: 

Net  income . 

0.26 

0.27 

0.95 

0.89 

2.46 

2.01 

3.44 

5.24 

7.12 

8.41 

Net  interest  income . 

0.99 

0.86 

3.17 

3.02 

6.90 

6.35 

10.58 

12.42 

21.64 

22.66 

Noninterest  income . 

0.34 

0.42 

1.05 

0.99 

4.22 

3.37 

6.42 

8.83 

12.04 

13.61 

Noninterest  expense . 

0.92 

0.85 

2.64 

2.48 

6.76 

5.60 

11.02 

12.84 

21.34 

21.77 

Loan  loss  provision . 

0.03 

0.04 

0.16 

0.19 

0.53 

1.05 

0.57 

0.41 

1.29 

1.69 

Gains  on  securities  sales,  net  . 

-0.01 

0.00 

-0.04 

0.00 

-0.06 

0.00 

-0.10 

0.10 

-0.21 

0.10 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Net  loan  loss . 

0.02 

0.03 

0.13 

0.16 

0.54 

0.71 

0.63 

0.84 

1.32 

1.75 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

12.04 

12.81 

15.00 

13.93 

19.05 

17.37 

15.54 

17.27 

16.31 

16.63 

Return  on  assets . 

1.17 

1.30 

1.33 

1.27 

1.53 

1.43 

1.13 

1.27 

1.27 

1.31 

Net  interest  margin . 

4.31 

4.39 

4.39 

4.37 

4.38 

4.41 

3.59 

3.53 

3.95 

3.88 

Loss  provision  to  loans . 

0.24 

0.25 

0.35 

0.39 

0.58 

0.81 

0.40 

0.25 

0.44 

0.42 

Net  loan  loss  to  loans . 

0.20 

0.20 

0.31 

0.32 

0.63 

0.65 

0.41 

0.32 

0.45 

0  40 

Noncurrent  loans  to  loans . 

1.23 

1.15 

1.06 

0.96 

1.26 

0.96 

1.69 

1.37 

1.47 

1.21 

Loss  reserves  to  loans . 

1.63 

1,47 

1.70 

1.55 

2.34 

2.18 

2.54 

2.21 

2.34 

2.11 

Loss  reserves  to  noncurrent  loans . 

132.98 

127.76 

160.16 

161.36 

185.35 

227.01 

150.84 

162.22 

159.93 

174.54 

Loans  to  assets . 

53.44 

54.66 

59.83 

61.43 

63.02 

66.72 

59.97 

63.01 

60.56 

63.45 

Loans  to  deposits . 

61.43 

63.15 

71.98 

74.13 

88.21 

96.90 

88.75 

94.30 

84.75 

90.75 

Equity  to  assets . 

9.79 

10.34 

8.93 

9.36 

8.13 

8.51 

7.23 

7.43 

7.81 

8.03 

Estimated  leverage  ratio . 

9.95 

10.34 

8.92 

9.18 

7.85 

8.07 

6.69 

6.79 

7.44 

7.51 

Estimated  risk-based  capital  ratio . 

18.45 

18.60 

15.24 

15.24 

12.82 

12.67 

11.62 

11.82 

12.55 

12.55 

Note:  1995  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million.  Numbers  may  not  add  to  total  due  to  rounding. 
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Aggregate  condition  data  for  national  banks  by  size 
(Data  through  third  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $1  OB 

Total 

1994 

1995 

1994 

1995 

1994 

1995 

1994 

1995 

1994 

1995 

Balance  Sheet  ($  Billions) 

Assets . 

89.31 

79.13 

281.94 

278.22 

625.48 

573.31 

1,206.83 

1,390.82 

2,203.56 

2,321  49 

Loans  . 

47.73 

43.25 

168.68 

170.92 

394.20 

382.51 

723.76 

876.29 

1,334  37 

1,472  97 

Real  estate  (RE)  . 

26.30 

23.90 

93.53 

95.53 

159.67 

149.65 

268.19 

327.37 

547.70 

596  45 

Commercial  &  industrial  (C&l) . 

7.87 

7.19 

27.81 

28.29 

85.34 

80.73 

240.29 

277.79 

361.30 

394.00 

Consumer  (cnsmr) . 

7.99 

7.01 

38.06 

38.25 

121.98 

126.80 

108.50 

134.90 

276.52 

306  96 

Noncurrent  loans . 

0.59 

0.50 

1.79 

1.65 

4.98 

3.67 

12.21 

11.96 

19  56 

17.78 

Noncurrent  RE  loans . 

0.29 

0.24 

1.05 

0.93 

2.78 

1.68 

7.54 

6.61 

11.66 

945 

Noncurrent  C&l  loans . 

0.24 

0.22 

0.52 

0.46 

0.95 

0.64 

2.35 

2.85 

4  06 

4.17 

Noncurrent  cnsmr  loans  . 

0.05 

0.04 

0.20 

0.23 

1.06 

1.20 

1.56 

2.03 

2.87 

3.51 

Other  real  estate  owned  . 

0.24 

0.18 

0.65 

0.43 

1.11 

0.56 

5.58 

3.32 

7.58 

4.48 

Securities  not  in  trading  account* . 

31.21 

25.55 

83.12 

75.42 

144.60 

110.00 

169.93 

180.97 

428.87 

391  94 

Total  liabilities . 

80.57 

70.95 

256.75 

252.19 

574.62 

524.55 

1,119.60 

1,287.47 

2,031.54 

2,135  16 

Total  deposits . 

77.69 

68.49 

234.35 

230.58 

446.90 

394.74 

815.55 

929.25 

1,574.49 

1,623.06 

Domestic  deposits . 

77.69 

68.49 

233.83 

230.14 

431.66 

385.23 

575.32 

655.23 

1,318.50 

1,339.10 

Loan  loss  reserve . 

0.78 

0.64 

2.86 

2.66 

9.22 

8.33 

18.42 

19.41 

31.28 

31.03 

Equity  capital  .  . 

8.74 

8.18 

25.19 

26.03 

50.87 

48.76 

87.23 

103.35 

172.02 

186.32 

Total  capital . 

9.43 

8.60 

27.15 

27.21 

57.14 

53.66 

111.99 

130.45 

205.71 

219.92 

Balanace  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

-6.22 

-7.45 

-9.15 

-0.67 

16.77 

-27.75 

100.13 

99.70 

101.53 

63.83 

Loans  . 

-0.59 

-3.17 

1.31 

2.71 

22.53 

0.06 

40.45 

88.94 

63.70 

88.54 

Noncurrent  loans . 

-0.11 

-0.03 

-0.47 

0.04 

-1.67 

-0.18 

-4.51 

0.07 

-6.77 

-0.09 

Other  real  estate  owned . 

-0.08 

-0.05 

-0.23 

-0.10 

-0.86 

-0.27 

-1.74 

-1.14 

-2.92 

-1.56 

Securities  not  in  trading  account*  . 

-2.64 

-3.89 

-5.55 

-3.70 

-1.77 

-17.70 

1.71 

2.88 

-8.24 

-22.40 

Total  liabilities . 

-5.77 

-7.23 

-9.17 

-2.38 

14.48 

-29.77 

94.96 

89.88 

94.50 

50.50 

Total  deposits . 

-6.20 

-6.82 

-11.38 

-1.72 

-6.64 

-33.08 

21.63 

34.68 

-2.58 

-6.94 

Loan  loss  reserve . 

-0.06 

-0.09 

-0.29 

-0.09 

-0.48 

0.01 

0.55 

0.13 

-0.28 

-0.03 

Equity  capital . 

-0.46 

-0.22 

0.02 

1.71 

2.30 

2.03 

5.18 

9.82 

7.04 

13.33 

Total  capital . 

-0.22 

-0.59 

0.50 

0.63 

3.32 

0.51 

6.93 

10.10 

10.53 

10.65 

Third  Quarter  Changes: 

Assets . 

-2.38 

-2.21 

-2.83 

5.98 

1.47 

12.52 

21.99 

3.78 

18.25 

20.08 

Loans  . 

-0.23 

-1.26 

0.11 

3.76 

7.95 

15.91 

26.08 

12.23 

33.92 

30.64 

Noncurrent  loans . 

-0.02 

-0.02 

-0.15 

0.08 

-0.49 

0.26 

-1.09 

-0.53 

-1.75 

-0.21 

Other  real  estate  owned . 

-0.03 

-0.02 

-0.05 

-0.01 

-0.23 

-0.08 

-0.52 

-0.11 

-0.83 

-0.22 

Securities  not  in  trading  account*  . 

-1.57 

-0.93 

-3.55 

2.19 

-5.29 

-1.99 

-0.75 

0.92 

-11.16 

0.19 

Total  liabilities . 

-2.16 

-2.05 

-2.78 

5.37 

1.07 

10.43 

18.32 

1.84 

14.44 

15.59 

Total  deposits . 

-2.29 

-2.12 

-1.62 

4.71 

-5.12 

-5.74 

19.18 

9.11 

10.15 

5.95 

Loan  loss  reserve . 

-0.02 

-0.04 

-0.10 

-0.02 

-0.25 

0.60 

0.35 

-0.60 

-0.02 

-0.06 

Equity  capital . 

-0.22 

-0.15 

-0.05 

0.60 

0.40 

2.10 

3.67 

1.95 

3.80 

4.49 

Total  capital . 

-0.15 

-0.15 

0.00 

0.50 

0.53 

2.31 

4.61 

2.05 

5.00 

4.70 

‘Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale"  are  valued 
at  their  current  value.  Numbers  may  not  add  to  total  due  to  rounding. 

Note:  1995  data  are  preliminary. 

Financial  and  Statistical  Analysis  (12/1 1/95) 


7 


Aggregate  performance  data  for  national  banks  by  region 
(Data  through  third  quarter  of  1995) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Industry  Structure 

Number  of  banks . 

336 

383 

613 

521 

722 

323 

2.898 

Number  of  banks  with  losses  . 

10 

9 

12 

6 

12 

30 

79 

Number  of  failed/assisted  banks 

0 

0 

0 

0 

0 

1 

1 

Income  Statement  ($  Billions) 

Year-to-Date: 

Net  income . 

6.57 

3.52 

3.24 

1.87 

1.85 

4.82 

21.87 

Net  interest  income . 

20.26 

10.80 

9.93 

4.81 

5.93 

13.03 

64.76 

Noninterest  income . 

14.28 

4.91 

4.16 

3.67 

2.89 

7.72 

37.64 

Noninterest  expense . 

22.66 

9.92 

8.56 

5.10 

5.97 

12.17 

64.38 

Loan  loss  provision . 

1.68 

0.38 

0.66 

0.51 

0.22 

0.89 

4.35 

Gains  on  securities  sales,  net  . 

0.25 

-0.02 

-0.01 

0.01 

-0.02 

-0.03 

0.19 

Extraordinary  income,  net  . 

0.00 

0.00 

-0.01 

0.00 

0.00 

0.00 

-0.01 

Net  loan  loss . 

1.51 

0  47 

0.50 

0.49 

0.16 

1.06 

4.19 

Third  Quarter: 

Net  income . 

2.37 

1.47 

1.17 

0.71 

0.67 

2.02 

8.41 

Net  interest  income . 

6.88 

4.26 

3.37 

1.67 

2.04 

4.44 

22.66 

Noninterest  income . 

4.84 

1.97 

1.53 

1.34 

0.99 

2.94 

13.61 

Noninterest  expense . 

7.42 

3.85 

2.86 

1.71 

1.94 

3.99 

21.77 

Loan  loss  provision . 

0.67 

0.10 

0.27 

0.20 

0.10 

0.33 

1.69 

Gains  on  securities  sales,  net  . 

0.08 

0.00 

0.00 

0.01 

-0.01 

0.01 

0.10 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

Net  loan  loss . 

0.66 

0.18 

0.21 

0.18 

0.07 

0.45 

1.75 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

14.86 

16.75 

15.63 

20.85 

14.38 

20.31 

16.63 

Return  on  assets . 

1.17 

1.23 

1.24 

1.63 

1.16 

1.69 

1.31 

Net  interest  margin . 

3.60 

3.78 

3.78 

4.19 

3.72 

4.58 

3.88 

Loss  provision  to  loans . 

0.50 

0.21 

040 

0.71 

0.25 

0.45 

0.42 

Net  loan  loss  to  loans . 

0.44 

0.26 

0.30 

0.68 

0.18 

0.53 

0.40 

Noncurrent  loans  to  loans  . 

1.73 

0.81 

0.86 

0.84 

0.82 

1.29 

1.21 

Loss  reserves  to  loans . 

2.47 

1.69 

1.82 

1.74 

1.53 

2.53 

2.11 

Loss  reserves  to  noncurrent  loans . 

142.86 

207.54 

211.44 

207.23 

186.95 

195.99 

174.54 

Loans  to  assets . 

61.61 

63.65 

63.24 

64.46 

57.68 

69.84 

63.45 

Loans  to  deposits . 

90.17 

92.01 

89.11 

96.44 

76.16 

98.60 

90.75 

Equity  to  assets . 

8.02 

7.54 

8.07 

8.01 

8.32 

8.37 

8.03 

Estimated  leverage  ratio . 

7.47 

7.01 

7.84 

7.85 

7.78 

7.57 

7.51 

Estimated  risk-based  capital  ratio . 

12.78 

11.87 

12.60 

12.73 

13.35 

12.32 

12.55 

Note:  1995  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million.  Numbers  may  not  add  to  total  due  to  rounding. 
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Aggregate  condition  data  for  national  banks  by  region 
(Data  through  third  quarter  of  1 995) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Balance  Sheet  ($  Billions) 

Assets . 

773.44 

416.97 

361.19 

158.55 

21865 

392  69 

2,321  49 

Loans  . 

476.54 

265.41 

228.43 

102.20 

126.11 

274.26 

1,472  97 

Real  estate  (RE)  . 

168.96 

127.81 

94.52 

36.30 

58.25 

110.60 

596  45 

Commercial  &  industrial  (C&l)  . 

146.85 

63.74 

57.77 

24.14 

35.21 

66.29 

394  00 

Consumer  (cnsmr) . 

92.92 

47.27 

55.25 

29  68 

23.34 

58.51 

306  96 

Noncurrent  loans . 

8.22 

2.16 

1.97 

0.86 

1.04 

3.54 

17  78 

Noncurrent  RE  loans . 

4.32 

1.39 

0.94 

0.30 

0.52 

1.99 

9  45 

Noncurrent  C&l  loans . 

1.66 

0.48 

0.56 

0.22 

0.37 

0.88 

4  17 

Noncurrent  cnsmr  loans  .... 

1.90 

0.25 

0.42 

0.30 

0.11 

0.53 

3.51 

Other  real  estate  owned  . 

2.34 

0.62 

0.24 

0.12 

0.22 

0.93 

4  48 

Securities  not  in  trading  account* 

114.58 

74.74 

62.15 

32.68 

63.69 

44.11 

391  94 

Total  liabilities . 

711.41 

385.55 

332.05 

145.85 

200.47 

359.83 

2,135.16 

Total  deposits . 

528.51 

288.46 

256.36 

105.98 

165.59 

278.15 

1 ,623.06 

Domestic  deposits . 

334.60 

268.90 

233.33 

104.05 

162.52 

235.70 

1,339.10 

Loan  loss  reserve . 

11.75 

4.48 

4.16 

1.77 

1.94 

6.93 

31.03 

Equity  capital . 

62.02 

31.42 

29.14 

12.69 

18.18 

32.86 

186.32 

Total  capital . 

76.48 

36.25 

34.38 

14.63 

19.25 

38.93 

219.92 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

6.75 

30.84 

-13.32 

8.07 

8.99 

22.50 

63.83 

Loans  . 

22.85 

28.72 

-1.72 

8.54 

12.23 

17.92 

88.54 

Noncurrent  loans . 

-0.19 

0.18 

0.06 

-0.02 

0.10 

-0.21 

-0  09 

Other  real  estate  owned  . 

-1.09 

-0.12 

-0.16 

-0.03 

-0.10 

-0.06 

-1.56 

Securities  not  in  trading  account*  . 

-5.95 

-2.91 

-11.01 

-0.60 

0.96 

-2.89 

-22  40 

Total  liabilities . 

3.45 

27.11 

-14.15 

6.86 

7.21 

20.01 

50.50 

Total  deposits . 

-2.11 

11.84 

-18.79 

0.64 

-3.23 

4.71 

-6.94 

Loan  loss  reserve . 

-0.32 

0.31 

-0.06 

0.01 

0.08 

-0.05 

-0  03 

Equity  capital . 

3.29 

3.73 

0.83 

1.20 

1.77 

2.50 

13.33 

Total  capital . 

2.59 

3.55 

-0.45 

0.71 

1.61 

2.65 

10.65 

Third  Quarter  Changes: 

Assets . 

3.45 

3.94 

5.27 

2.85 

1.62 

2.96 

20.08 

Loans  . 

8.38 

5.36 

4.57 

1.66 

4.28 

6.40 

30.64 

Noncurrent  loans . 

-0.13 

-0.04 

0.13 

0.02 

-0.03 

-0.16 

-0.21 

Other  real  estate  owned . 

-0.16 

-0.02 

-0.02 

-0.02 

-0.02 

0.03 

-0  22 

Securities  not  in  trading  account* . 

0.93 

-1.65 

-0.61 

1.30 

-0.25 

0.48 

0  19 

Total  liabilities . 

2.33 

2.82 

4.61 

2.70 

1.27 

1.86 

15.59 

Total  deposits . 

3.39 

2.56 

0.26 

0.84 

-0.80 

-0.30 

5.95 

Loan  loss  reserve . 

-0.03 

-0.06 

0.07 

0.01 

0.03 

-0.07 

-0.06 

Equity  capital . 

1.12 

1.11 

0.66 

0.15 

0.35 

1.10 

4  49 

Total  capital . 

0.72 

1.32 

0.77 

0.23 

0.72 

0.93 

4.70 

'Beginning  in  1994,  securities  classified  by  banks  as  "held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale" 
are  valued  at  their  current  fair  value.  Numbers  may  not  add  to  total  due  to  rounding. 
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Definitions 


Glossary 


Commercial  Real  Estate  Loans:  Loans  secured  by  nonfarm,  nonresidential  properties. 

Construction  Loans:  Loans  for  construction  and  land  development. 

Extraordinary  Income,  After-tax:  Net  after-tax  income  from  events  and  transactions  that  are  “unusual  and  infrequent.” 

Failed/Assisted  Banks:  National  banks  that  have  been  closed  by,  or  have  received  financial  assistance  from,  the  Federal 
Deposit  Insurance  Corporation  (FDIC). 

Gains  on  Securities  Sales,  Net:  Net  pre-tax  realized  gains  (losses)  on  securities  not  held  in  trading  account. 

Leverage  Ratio:  Ratio  of  estimated  Tier  1  capital  to  estimated  tangible  total  assets. 

Loans:  Total  loans  and  leases  less  unearned  income. 

Net  Loan  Losses:  Total  loans  and  leases  charged  off  (removed  from  balance  sheet  because  of  uncollectibility)  during 
the  period,  less  amounts  recovered  on  loans  and  leases  previously  charged  off. 

Loan  Loss  Reserve:  The  allowance  for  loan  and  lease  losses. 

National  Banks:  Nationally  chartered  commercial  banks,  trust  companies  without  deposits,  nonbank  banks,  and  credit 
card  banks  in  the  United  States  and  its  territories  that  are  insured  by  either  the  Bank  Insurance  Fund  or  the  Savings 
Association  Insurance  Fund  of  the  FDIC  and  filed  a  call  report. 

Noncurrent  Loans:  The  sum  of  loans  and  leases  90  days  or  more  past  due  plus  nonaccrual  loans. 

Net  Interest  Margin:  Net  interest  income  as  a  percent  of  average  assets. 

Other  Real  Estate  Owned  (OREO):  Real  estate  acquired  by  a  bank  for  debts  previously  contracted  (i.e.,  foreclosed  real 
estate).  Also  includes  property  formerly  used  or  intended  for  use  for  banking  purposes. 

Regions:  Regional  boundaries  correspond  to  the  geographic  boundaries  of  OCC  districts;  Northeast  (NE)  —  Connecticut, 
Delaware,  District  of  Columbia,  Maine,  Maryland,  Massachusetts,  New  Hampshire,  New  Jersey,  New  York,  Pennsylvania, 
Puerto  Rico,  Rhode  Island,  Vermont,  Virgin  Islands;  Southeast  (SE)  —  Alabama,  Florida,  Georgia,  Mississippi,  North 
Carolina,  South  Carolina,  Tennessee,  Virginia,  West  Virginia;  Central  (CE)  —  Illinois,  Indiana,  Kentucky,  Michigan,  Ohio, 
Wisconsin;  Midwest  (MW)  —  Iowa,  Kansas,  Minnesota,  Missouri,  Nebraska,  North  Dakota,  South  Dakota;  Southwest  (SW) 
—  Arkansas,  Louisiana,  New  Mexico,  Oklahoma,  Texas;  West  (WE)  — Alaska,  Arizona,  California,  Colorado,  Guam,  Hawaii, 
Idaho,  Montana,  Nevada,  Oregon,  Utah,  Washington,  Wyoming.  Each  bank  in  a  multinational  bank  holding  company  is 
included  in  the  region  in  which  the  bank  is  located. 

Residential  Real  Estate:  Loans  secured  by  one-  to  four-family  and  multifamily  (five  or  more)  residential  properties. 

Risk-based  Capital  (RBC)  Ratio:  Ratio  of  estimated  total  capital  to  estimated  risk-weighted  assets. 

Securities  Not  in  Trading  Account:  Total  securities  excluding  those  held  in  trading  accounts.  Beginning  in  1994,  securities 
classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale” 
are  valued  at  their  current  fair  value. 

Total  Capital:  The  sum  of  Tier  1  and  Tier  2  capital  reported  on  call  report  schedule  RC-R. 


Computation  Methodology 

Current  quarter  income  statement  items  were  calculated  by  summing  the  difference  between  the  year-to-date  and  previous 
quarter  numbers  of  each  item  for  all  banks  that  filed  a  current  quarter  call  report.  For  performance  ratios  constructed  by 
dividing  an  income  statement  (flow)  item  by  a  balance  sheet  (stock)  item,  the  income  statement  item  for  the  period  was 
annualized  (multiplied  by  the  number  of  periods  in  a  year)  and  the  average  of  the  balance  sheet  item  for  the  period 
(begmning-of-period  amount  plus  end-of-period  amount  divided  by  two)  was  used. 
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From  Traditional  Mortgage  Lending  to  Modern 
Mortgage  Banking 


by  Mitchell  Stengel,  Risk  Analysis  Division 

Depository  institutions  in  the  U.S.  have  traditionally 
engaged  in  residential  mortgage  lending.  Until  re¬ 
cently,  mortgage  lending  was  regarded  as  a  bread- 
and-butter  line  of  retail  business  for  community 
institutions,  one  that  differed  little  from  other  types  of 
secured  lending.  The  lender  took  the  application  from 
the  borrower,  processed  and  underwrote  the  loan, 
raised  the  money  to  fund  the  loan  through  deposit-tak¬ 
ing,  disbursed  the  funds,  and  collected  interest  and 
principal  payments  until  the  debt  was  paid  off.  In  the 
event  of  default,  the  lender  bore  the  consequent  ex¬ 
pense  and  ultimate  loss. 

Today,  the  number  of  financial  institutions  that  still  per¬ 
form  mortgage  lending  in  this  traditional  fashion  is 
declining.  This  paper  traces  the  evolution  from  tradi¬ 
tional  mortgage  lending  practices  to  the  multiple  com¬ 
ponents  of  modern  mortgage  banking. 

Unbundling  the  Mortgage  Lending  Process 

The  key  development  in  this  evolution  has  been  the 
splitting  up,  or  “unbundling,”  of  the  lending  process  into 
four  component  parts:  (1)  originating  the  loan;  (2)  serv¬ 
icing  the  loan  (i.e.,  collecting  payments  from  the  bor¬ 
rower  and  distributing  the  funds  to  the  appropriate 
recipients);  (3)  bearing  the  credit  risk;  and  (4)  raising 
money  to  fund  the  mortgage.  These  four  component 
roles  are  performed  by  as  many  as  four  different  play¬ 
ers.  Mortgage  banks  specialize  in  the  first  two  func¬ 
tions,  originating  and  servicing,  although  not 
necessarily  both  for  all  the  same  loans.  For  example,  a 
mortgage  bank  may  originate  loans  it  does  not  service, 
and  service  loans  it  did  not  originate.  Public  agencies 
(Ginnie  Mae,  Fannie  Mae,  and  Freddie  Mac)  and  pri¬ 
vate  firms  (primarily  investment  banks)  take  on  a  large 
part  of  the  credit  risk,  package  the  loans  as  homoge¬ 
neous  securities,  and  coordinate  the  various  pieces  of 
the  overall  process.  Permanent  funding  comes  from 
individual  and  institutional  investors  in  the  capital  mar¬ 
kets,  not  from  bank  and  thrift  deposits. 

In  this  unbundled  process,  the  mortgage  bank  either 
originates  loans  or  acquires  newly  originated  loans 
from  other  parties  such  as  correspondents  or  brokers. 
Most  of  these  loans  are  quickly  pooled  and  sold,  either 
as  whole  loans  (to  parties  who  may,  in  turn,  either 
securitize  them  or  hold  them  in  portfolio)  or  directly  as 


securities.  The  securitization  process  is  accompanied 
by  some  form  of  credit  enhancement,  such  as  a  guar¬ 
antee  or  insurance,  provided  by  a  public  or  private 
securitization  agent.  The  mortgage  bank  might  retain 
servicing  rights  to  some  or  all  of  the  loans  it  produces 
(including  those  loans,  if  any,  it  retains  in  portfolio),  and 
it  might  purchase  the  right  to  service  loans  originated 
by  others,  either  in  large  blocks  or  on  an  ongoing  basis. 
By  focussing  on  these  activities,  a  mortgage  bank  can 
generate  much  higher  volumes  of  mortgage  loans  than 
can  a  traditional  mortgage  lender. 

Since  loans  are  generally  held  no  more  than  60  to  90 
days  before  they  are  sold  in  the  secondary  market, 
interest  income  on  the  mortgages  —  the  principal  form 
of  income  in  traditional  mortgage  lending  —  has  be¬ 
come  a  relatively  insignificant  revenue  source  for  con¬ 
temporary  mortgage  banks.  In  its  place,  banks  earn  an 
array  of  non-interest  income,  such  as  fees  and  points 
charged  to  the  borrower  for  originating  the  loan;  gains 
on  the  sale  of  the  loan  in  the  secondary  market;  servic¬ 
ing  income  (direct  servicing  fees,  earnings  on  escrow 
and  float  accounts,  late  fees);  and  income  from  cross¬ 
selling  other  products  (insurance,  other  consumer 
loans,  mutual  funds,  deposit  accounts)  to  borrowers 
whose  loans  the  mortgage  bank  services. 

The  transition  from  traditional  mortgage  lending  to 
mortgage  banking  can  be  seen  as  part  of  a  more 
general  shift  by  commercial  banks  in  the  1990s  from 
traditional  lending  to  fee-generating  activities.  A  num¬ 
ber  of  factors  have  contributed  to  this  transition.  Profit 
margins  have  shrunk  in  traditional  mortgage  lending, 
largely  the  result  of  the  efficiency  and  extremely  rapid 
expansion  of  the  secondary  market.  There  are  substan¬ 
tial  economies  of  scale  in  mortgage  banking  activities, 
particularly  in  mortgage  servicing.  Competition  from 
nonbank  lenders  has  forced  banks  to  consider  off-bal¬ 
ance-sheet  activities  as  a  source  of  income.  In  the 
aftermath  of  the  thrift  crisis  of  the  1980s,  banks  wish  to 
avoid  the  extreme  interest  rate  risk  that  can  result  from 
the  combination  of  short-term  deposit  funding  and 
long-term  fixed-rate  mortgage  lending.  Finally,  selling 
mortgage  loans  rather  than  holding  them  in  the  portfolio 
allows  banks  to  avoid  the  relatively  high  regulatory 
risk-weight  assigned  to  mortgage  loans;  if  a  bank 
wishes  to  hold  residential  mortgages  on  its  balance 
sheet,  it  can  substitute  mortgage-backed  securities  — 
even  securities  backed  by  its  own  originated  mort¬ 
gages  —  with  lower  risk  weights. 
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Historical  Development  of  the  Secondary  Mortgage 
Market 

The  emergence  of  modern  mortgage  banking  would 
have  been  virtually  unimaginable  without  the  develop¬ 
ment  of  the  secondary  mortgage  market.  The  secon¬ 
dary  market  for  mortgages  is  largely  the  result  of 
government  policies  and  programs.1  Beginning  in  the 
New  Deal  era  of  the  1 930s  and  extending  through  1 986, 
for  purposes  of  social  policy  as  well  as  macroeconomic 
stabilization,  the  federal  government  enacted  a  series 
of  measures  designed  to  promote  more  widespread 
ownership  of  single-family  dwellings.  The  principal 
mechanism  was  to  make  long-term  mortgage  financing 
more  readily  and  widely  available  through  the  develop¬ 
ment  of  a  secondary  mortgage  market.3 

The  first  steps  in  this  process  were  the  creation  of  the 
Federal  Housing  Administration  (FHA)  in  1934  and  the 
Federal  National  Mortgage  Association  (FNMA,  or  Fan¬ 
nie  Mae)  in  1938.  The  FHA  encouraged  private  mort¬ 
gage  lending  by  providing  insurance  against  default, 
which  reduced  credit  risk  to  the  lender.  Fannie  Mae, 
initially  conceived  as  a  vehicle  to  support  the  FHA,  was 
authorized  to  purchase  FHA-insured  mortgages  and 
hold  them  in  its  own  portfolio.  Toward  the  end  of  World 
War  II,  the  Veterans  Administration’s  (VA)  loan-guaran¬ 
tee  program  was  enacted  to  facilitate  home  ownership 
for  returning  soldiers,  and  Fannie  Mae  was  soon  author¬ 
ized  to  purchase  these  loans  as  well. 

Although  the  secondary  market  remained  relatively 
small  through  the  1960s,  the  early  FHA,  FNMA,  and  VA 
programs  nonetheless  laid  important  foundations  for 
what  was  to  come.  Most  importantly,  the  FHA,  by  es¬ 
tablishing  gualifications  for  its  insurance  programs, 
achieved  the  first  standardization  of  the  terms  and 
conditions  of  the  single-family  residential  mortgage. 
Moreover,  the  FHA  did  a  great  deal  to  promote  the 
long-term  self-amortizing  loan  as  the  most  common 
and  widely  accepted  mortgage  instrument.3 


'Although  there  was  a  small,  private  secondary  market  before  the 
Great  Depression  of  the  1930s,  it  is  safe  to  say  that  without  the 
government's  intervention  the  secondary  market  would  be  much 
smaller  in  scope  and  importance  than  it  is  today  A  number  of  factors 
contributed  to  the  development  of  the  secondary  market:  significant 
economies  of  scale  in  raising  money,  in  processing  and  servicing 
large  numbers  of  loans,  and  in  managing  risks  through  diversifica¬ 
tion,  relatively  uniform  state  foreclosure  laws  which  permit  the  house 
being  financed  to  be  used  as  collateral;  the  ability  to  appraise 
single-family  homes  with  a  fair  degree  of  accuracy;  computer  tech¬ 
nology  and  information  systems  necessary  for  the  pooling,  servicing, 
and  securitizing  millions  of  individual  loans;  and  modern  financial 
theory  that  underpins  increasingly  complex  mortgage-based  secu¬ 
rity  instruments  and  markets 

'For  more  detailed  accounts  of  the  historical  development  of  the 
v.-condery  mortgage  market,  see  Baldwin  and  Stotts  (1990)  and 
Fabo/zi  and  Modigliani  (1992) 

‘‘P'i or  to  the  1930s  the  typical  mortgage  had  been  a  5-  to  10-year 
interest-only  balloon  loan 


The  truly  explosive  growth  of  the  secondary  market 
began  in  1970.  In  that  year,  the  Government  National 
Mortgage  Association  (GNMA,  or  Ginme  Mae)  created, 
insured,  and  issued  the  first  publicly  traded  pass¬ 
through  mortgage-backed  security  (MBS).  Ginnie  Mae 
was  created  two  years  earlier,  and  had  taken  over  from 
Fannie  Mae  the  job  of  purchasing  VA  and  FHA  loans. 
In  1971,  the  newly  created  Federal  Home  Loan  Mort¬ 
gage  Corporation  (FHLMC,  or  Freddie  Mac)  issued  its 
first  “participation  certificates,”  pass-through  securities 
backed  by  conventional  mortgages.  Freddie  Mac  was 
authorized  to  purchase  “conventional”  loans  (mortgage 
loans  not  insured  or  guaranteed  by  either  the  FHA  or 
VA),  primarily  from  thrifts. 

Four  additional  milestones  are  worthy  of  note.  In  1977, 
Bank  of  America  issued  the  first  private  pass-through 
mortgage-backed  securities.  In  1983,  Freddie  Mac 
issued  the  first  collateralized  mortgage  obligation 
(CMO),  a  second-generation  mortgage-backed  instru¬ 
ment  that  created  multiple  classes  of  securities  from  a 
pool  of  standard  pass-through  securities.  The  Secon¬ 
dary  Mortgage  Market  Enhancement  Act  of  1984  re¬ 
moved  restrictions  on  investments  in  private 
mortgage-backed  securities  by  regulated  financial  in¬ 
stitutions.  The  Tax  Reform  Act  of  1986  granted  tax-ex¬ 
empt  status  to  the  issuers  of  CMO  instruments  known 
as  real  estate  mortgage  investment  conduits  (REMICs). 

Growth  in  the  secondary  markets.  From  its  start  in  1970, 
the  secondary  mortgage  market  has  grown  rapidly.  As 
indicated  in  Table  1,  by  1980  outstanding  mortgage- 
backed  securities  exceeded  $100  billion,  representing 
approximately  1 1 .5  percent  of  the  total  mortgage  debt 
outstanding.  While  total  mortgage  debt  grew  by  about 
250  percent  over  the  next  14  years,  mortgage-backed 
securities  outstanding  grew  by  over  1,350  percent.  By 
year-end  1994,  MBS  were  equivalent  to  almost  half  of 
all  outstanding  mortgage  debt.  New  issues  of  mort¬ 
gage-backed  securities  peaked  in  1993  when  $667 
billion  in  new  MBS  were  issued,  representing  just  under 
two-thirds  of  all  new  mortgage  originations  ( Mortgage 
Market  Statistical  Annual  for  1995). 

The  newest  mortgage  instruments,  the  multi-class 
CMOs  and  REMICs  backed  by  agency  pass-throughs, 


Table  1 


Mortgage 

debt 

outstanding 
($  billions) 


MBS 

outstanding 
($  billions) 


CMOs  and 
REMICs 
outstanding 
($  billions) 


MBS  CMOs  and 
as  %  of  REMICs 
mortgage  as  %  of 
debt  MBS 


1980  $  965  06  $  110  84  $0  115%  0  0% 

1994  $3,345.76  $1.627  71  $659  30  48  7%  40  5% 


Source  Mortgage  Market  Statistical  Annual  for  1995 
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have  grown  at  an  even  more  extraordinary  rate,  from 
under  $5  billion  outstanding  at  the  end  of  1983  (ap¬ 
proximately  2  percent  of  total  MBS  outstanding)  to 
approximately  $660  billion  (approximately  40  percent 
of  MBS  outstanding)  at  the  end  of  1994. 

Daily  trading  volume  in  the  secondary  mortgage  market 
runs  into  the  tens  of  billions  of  dollars,  making  it  the 
second  most  actively  traded  securities  market  in  the 
world,  following  U.S.  government  debt.  For  example,  in 
July  and  August  1995  the  average  daily  trading  volume 
by  mortgage  securities  dealers  was  almost  $28  billion, 
compared  to  $180  billion  for  U.S.  government  debt 
(Federal  Reserve  Bank  of  New  York  1995).  The  size  of 
the  mortgage  securities  market  creates  a  high  degree 
of  liquidity  for  many  of  the  more  common  types  and 
issues  of  securities,  which  facilitates  the  efficient  func¬ 
tioning  of  these  markets. 

The  secondary  market  for  mortgage  servicing.  Although 
far  smaller  and  less  well  known  than  the  secondary 
market  for  mortgage  securities,  a  secondary  market  for 
mortgage  servicing  has  also  developed  in  recent 
years.  This  servicing  market  plays  an  important  role  in 
contemporary  mortgage  banking  by  providing  an  effi¬ 
cient  way  for  firms  to  buy  and  sell  the  rights  to  service 
outstanding  mortgages. 

Data  on  the  secondary  servicing  market  are  much  less 
complete  than  data  for  the  secondary  securities  mar¬ 
ket.  Flowever,  rough  estimates  of  the  volume  of  trans¬ 
actions  do  exist  for  a  large  and  important  part  of  the 
market  —  the  rights  to  service  mortgages  securitized 
or  held  in  portfolio  by  Ginnie  Mae,  Fannie  Mae,  and 
Freddie  Mac.  In  recent  years,  the  rights  to  service  these 
agency-held  or  securitized  mortgages  have  changed 
hands  at  an  increasing  rate.  In  1991,  servicing  rights 
were  bought  or  sold  on  $1 56  billion  in  mortgages  (or  1 2 
percent  of  total  principal  balances  of  agency  mort¬ 
gages  outstanding).  By  1994,  this  total  had  grown  to 
$359  billion  (21  percent)4  For  the  Ginnie  Mae  portion 
of  these  totals  alone,  there  were  over  225  separate 
servicing  transactions  in  1985,  rising  to  approximately 
350  transactions  in  1994  (Inside  Mortgage  Finance 
1995). 

The  Basic  Economics  of  Mortgage  Banking 

Although  government  policies  and  programs  put  an 
essential  infrastructure  in  place,  the  evolution  from 
mortgage  lending  to  mortgage  banking  also  reflects 
the  economic  characteristics  of  the  mortgage  market. 


"Volume  appears  to  have  fallen  through  the  first  three  quarters  of 
1995  as  a  result  of  a  new  accounting  rule  (FAS  122)  which  is  widely 
believed  to  reduce  the  incentive  for  selling  servicing  on  newly  origi¬ 
nated  mortgages.  (Real  Estate  Finance  Today  1995) 


Production  technology,  market  demand,  and  competi¬ 
tive  rivalry  all  play  important  roles  in  modern  mortgage 
lending. 

Joint  production.  Originating  a  mortgage  loan  is  a  clas¬ 
sic  case  of  joint  production.  That  is,  as  a  result  of  the 
“unbundling"  discussed  above,  a  single  transaction 
inevitably  and  unavoidably  produces  two  commodities 

—  a  loan  and  the  right  to  service  the  loan.  Each  of  these 
two  commodities  is  traded  on  its  own  secondary  mar¬ 
ket,  and  each  has  a  separate  and  identifiable  market 
value.  Depending  on  the  individual  firm’s  particular 
business  strategy  and  on  market  conditions,  a  mort¬ 
gage  originator  will  choose  whether,  and  in  what  pro¬ 
portions,  to  retain  or  sell  each  of  the  two  commodities 
produced  by  its  origination  activities. 

Any  analysis  of  the  overall  profitability  of  a  mortgage 
production  operation  must  take  into  account  the  costs 
of  origination  and  the  asset  values  or  sales  revenues 
generated  by  both  the  loan  and  the  servicing.  A  firm 
may  be  losing  money  on  one  commodity,  either  the  loan 
or  servicing,  but  still  be  profitable  overall.  The  profit  or 
loss  on  originations  and  servicing,  considered  sepa¬ 
rately,  will  depend  in  part  on  how  the  costs  of  origination 
are  allocated  between  the  loan  and  the  associated 
servicing. 

Cyclicality.  Both  of  the  sources  of  mortgage  originations 

—  home  purchases  and  the  refinancing  of  existing 
mortgages  —  are  cyclical  phenomena  that  fluctuate 
with  business  conditions  and  with  interest  rates.  Flome 
purchases  historically  have  been  quite  volatile,  de¬ 
pending  both  on  the  strength  of  the  employment  and 
income  levels  in  the  macroeconomy  and  on  interest 
rates.  Refinancing  activity  is  also  highly  sensitive  to 
interest  rates  —  the  gap  between  the  current  market 
rate  and  the  original  note  rate  is  one  of  the  most 
important  determinants  of  the  decision  to  refinance. 

Thus,  the  mortgage  banking  industry  is  plagued  by 
chronic  ups  and  downs  in  business  volume,  employ¬ 
ment,  and  profits.  In  the  aggregate,  mortgage  servicing 
is  considerably  less  volatile  than  mortgage  origina¬ 
tions,  because  refinancing  simply  replaces  one  mort¬ 
gage  with  another.  For  an  individual  firm,  however,  the 
runoff  from  the  servicing  portfolio  caused  by  a  high 
prepayment  rate  can  be  acute  if  the  firm  is  not  success¬ 
ful  in  replacing  the  refinanced  loans  with  new  origina¬ 
tions.  Figure  1  illustrates  the  cyclical  nature  of  the 
industry,  showing  total  originations  of  one-  to  four-family 
residential  loans  from  1982  through  1995.  There  was 
rapid  growth  through  1986,  followed  by  five  years  of 
mild  downturn  and  relative  stability.  This  was  followed 
by  very  rapid  growth,  fueled  by  the  extremely  high  rates 
of  prepayments  and  refinancing  in  1992  and  1993.  The 
bottom  fell  out  of  the  market  in  1994  when  the  Federal 
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Figure  1 

Total  1-  to  4-family  mortgage  originations 


subsidiaries  and  affiliates),  899  independent  mortgage 
companies,  and  2,135  credit  unions. 


1995  values  represent  range  of  industry  forecasts. 

Source  HUD  Survey  of  Mortgage  Lending  Activity  (through  1994). 


Reserve  engineered  an  increase  in  interest  rates,  and 
the  decline  continued  into  1995. 

Reliable  data  do  not  exist  on  the  financial  performance 
of  the  mortgage  banking  industry,  in  large  part  because 
many  firms  are  subsidiaries  of  larger  parents  (e.g., 
commercial  banks,  thrifts,  insurance  companies, 
manufacturing  firms)  and  do  not  release  separate  finan¬ 
cial  results.  However,  partial  and  anecdotal  evidence 
suggests  that  profitability  is  volatile,  and  generally  fol¬ 
lows  the  trends  in  the  level  of  mortgage  originations. 
For  example,  a  recent  study  by  the  Mortgage  Bankers 
Association,  based  on  a  sample  of  236  firms,  reported 
a  negative  operating  profit  margin  (-2.7  percent)  for  the 
average  mortgage  banking  firm  in  1994,  when  origina¬ 
tion  volume  began  its  sharp  descent.  This  followed 
strong  performance  in  1992  (+7.9  percent)5  (Duncan 
and  Lereah  1995) 

Competition.  The  mortgage  banking  industry  is  highly 
competitive,  with  large  numbers  of  firms  and  intense 
price  competition  on  both  the  origination  and  servicing 
sides  of  the  business.  For  mortgage  originations,  the 
Home  Mortgage  Disclosure  Act  (HMDA)  data  are  per¬ 
haps  the  most  comprehensive  source  of  information.6 
HMDA  reports  for  1994  were  submitted  by  9,707  home 
purchase  lenders  (representing  applications  for  both 
new  and  refinanced  mortgages);  this  total  was  made 
up  of  5,464  banks  and  1 ,209  thrifts  (including  mortgage 


/'/hen  gams  on  the  sale  of  servicing  rights  are  included,  the  average 
profit  margin  was  5  8  percent  in  1994  down  from  13  6  percent  in 
1993  and  15  2  percent  in  1992 

tlr  c.  some  very  small  and  exclusively  rural  originators  are  exempt 
from  m  arrjafory  HMDA  reporting,  the  data  include  the  overwhelming 
"  a,ority  of  r  ome  purchase  lenders  and  applications  (FFIEC,  1994, 
PP  4  5  ) 


There  are  no  reliable  data  for  the  total  number  of  mort¬ 
gage  servicers  in  the  country,  but  a  compilation  of 
partial  data  as  of  June  30,  1995  shows  2,466  bank 
holding  companies,  commercial  and  mutual  savings 
banks,  thrifts,  and  the  largest  non-depository-related 
independent  mortgage  companies  that  reported  serv¬ 
icing  for  others.7  Because  this  figure  excludes  bank- 
and  thrift-related  institutions  that  service  only  mort¬ 
gages  in  their  own  portfolios,  as  well  as  all  small  non¬ 
bank  servicers,  it  is  reasonable  to  assume  that  there  are 
at  least  2,700  firms  servicing  residential  mortgages  in 
the  U.S.  today. 

Among  both  originators  and  servicers,  there  are  very 
substantial  size  disparities  within  the  industry,  with  hun¬ 
dreds  (thousands  in  the  case  of  originations)  of  very 
small  operations  at  one  end  of  the  spectrum  and  a 
relative  handful  of  very  large  ones  at  the  other.  The 
smallest  firms  generally  operate  exclusively  in  a  single 
local  market,  while  a  few  of  the  industry  giants  operate 
nationwide. 


Table  2  displays  the  distribution  of  mortgage  originators 
and  servicers  by  business  volume.  Only  20.2  percent 
of  the  lenders  that  received  home  purchase  applica¬ 
tions  (both  new  and  refinanced)  received  500  or  more 
applications,  and  only  5.6  percent  received  2,500  or 
more.  Similarly,  only  13.5  percent  of  the  mortgage 
servicers  had  servicing  portfolios  with  principal  bal¬ 
ances  of  $250  million  or  more,  and  only  4.3  percent  had 
servicing  portfolios  of  $2.5  billion  or  more.8 

Table  2 


Percentile 


Originations 
Number  of  applications 
received  (new  and 
refinanced 
mortgages) 


Servicing 

Portfolio  principal 
balance:  Loans 
serviced  for 
others 
($  millions) 


25th  30 

50th  (median)  106 

75th  362 

100th  (maximum)  359,784 


2.6 
18.7 
80.0 
123,355  6 


Sources:  Originations  —  HMDA  data  for  1994.  Servicing  —  Y-9 
Reports,  call  reports.  Thrift  Financial  Reports,  and  American  Banker 
(1995d):  data  as  of  June  30.  1995. 


7Sources:  Y-9  Reports  for  bank  holding  companies;  call  reports  for 
insured  banks  not  included  in  the  Y-9  Reports,  Thrift  Financial  Reports 

for  thrifts,  and  American  Banker  (1995d)  for  nonbank  or  thrift-related 
servicers  included  in  the  Top  100  Servicers  rankings 
^Because  regulated  institutions  are  required  to  report  only  the  value 
of  their  servicing  for  others,  loans  held  in  portfolio  are  excluded  from 
the  servicing  data  Also,  data  are  not  available  for  nonregulated 
servicers  that  are  not  included  in  the  American  Bankers  Top  100 
rankings 
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Concentration.  As  suggested  by  the  disparate  sizes  of 
the  firms  shown  in  Table  2,  the  largest  firms  on  both  the 
originations  and  servicing  sides  of  the  industry  account 
for  disproportionate  shares  of  the  market.  In  origina¬ 
tions,  the  largest  single  producer  (out  of  over  9,700 
firms)  captured  5.11  percent  of  the  overall  market 
through  the  first  three  quarters  of  1995,  and  the  top  25 
firms  held  37.94  percent  of  the  market.  In  servicing,  the 
largest  single  firm  (out  of  at  least  2,700)  held  3.64 
percent  of  the  market,  and  the  top  25  firms  held  38.25 
percent  ( Inside  Mortgage  Finance  1995). 

The  degree  of  concentration  has  been  increasing  over 
recent  years.  Figure  2  shows  the  market  share  of  the 
top  25  firms  in  both  originations  and  servicing  over  the 
period  since  1989.  The  market  share  held  by  the  top 
mortgage  servicers  has  grown  faster  and  more  consis¬ 
tently  over  the  period  than  that  of  the  top  mortgage 
originators.  In  1994  and  1995  the  market  share  held  by 
the  top  25  servicers  exceeded  that  held  by  the  top  25 
originators  for  the  first  time  in  recent  years. 

The  absolute  size  of  the  largest  firms  has  also  been  on 
the  rise.  In  1989,  the  largestfirm  originated  $12.3  billion 
in  new  mortgages;  by  1993,  the  industry’s  peak  year, 
the  top  firm’s  production  had  increased  approximately 
fourfold  to  $49.5  billion.  For  servicing,  the  largest  port¬ 
folios  were  $60.0  billion  at  year-end  1989  and  $127.6 
billion  at  the  end  of  the  third  quarter  1995.  ( Mortgage 
Market  Statistical  Annual  for  1995  and  Inside  Mortgage 
Finance  1995) 

The  role  of  commercial  banks.  Commercial  banks  and 
their  mortgage  subsidiaries  and  affiliates  have  made 


Figure  2 

Largest  firms’  market  share 


1995  values  represent  first  nine  months  only 

Sources  Mortgage  Market  Statistical  Annual  for  1995  and  Inside 

Mortgage  Finance  1995 


up  a  substantial  proportion  of  the  mortgage  banking 
industry  for  many  years.  Since  early  1993,  however, 
there  have  been  several  large  acquisitions  of  mortgage 
operations  and  servicing  portfolios  by  commercial 
banks  ( American  Banker  1995b).  It  is  widely  believed 
that  bank-related  operations  have  significant  advan¬ 
tages  over  independent  competitors.9  First,  banks  sup¬ 
posedly  have  access  to  cheaper  deposit  funding. 
Second,  because  banks  and  bank  holding  companies 
have  “deep  pockets”  and  are  diversified  across  prod¬ 
uct  lines,  they  may  be  better  equipped  to  ride  out  the 
industry’s  chronic  cyclical  swings.  Banks  can  offer  a 
wider  variety  of  mortgage  products,  because  they  can 
hold  some  loans  in  portfolio.  Banks  may  also  be  more 
advanced  and  experienced  in  the  use  of  the  latest 
information  systems  technologies.  Finally,  banks  can 
achieve  enhanced  profitability  by  cross-selling  other 
products  to  their  mortgage  banking  customers  and  vice 
versa. 

These  arguments  have  a  certain  logic,  and  a  strategic 
move  into  mortgage  banking  is  consistent  with  the 
general  trend  in  commercial  banking  towards  fee-gen¬ 
erating  and  off-balance  sheet  activities.  The  available 
empirical  evidence  offers  limited  support  for  the  growth 
of  the  market  share  of  commercial  bank-related  mort¬ 
gage  companies.  In  terms  of  originations,  the  commer¬ 
cial  bank  and  independent  mortgage  company  market 
shares  both  jumped  at  the  end  of  the  1980s,  filling  the 
void  created  by  the  savings  and  loan  crisis.  Since  then, 
however,  consolidation  has  proceeded  apace  in  the 
nonbank  sectors  of  the  industry  as  well  as  in  the  bank- 
related  sector,  and,  due  to  a  lack  of  reliable  data,  it  is 
not  clear  whether  bank-related  operations  have  made 
significant  additional  gains  at  the  expense  of  inde¬ 
pendent  mortgage  companies,  and  if  so,  to  what  de¬ 
gree. 

At  the  top  end  of  the  market,  the  commercial  bank  share 
has  shown  an  upward,  but  at  times  inconsistent,  trend. 
The  aggregate  market  share  held  by  bank-related  firms 
among  the  top  25  originators  fell  from  approximately  49 
percent  in  1990  to  approximately  42  percent  in  1992 
and  1993  before  rising  to  approximately  51  percent 
through  the  first  three  quarters  of  1995.  Among  the  25 
largest  servicers,  the  bank  share  fell  from  approxi- 


9lt  should  be  pointed  out  that  some  of  the  “Independents”  are  not 
really  independent,  in  the  sense  of  stand-alone  mortgage  operations, 
but  rather  are  part  of  large  conglomerates,  and  thereby  able  to  reap 
most  of  the  same  benefits  claimed  for  bank-related  mortgage  com¬ 
panies.  For  example,  General  Electric's  and  General  Motors'  mort¬ 
gage  subsidiaries  (G  E  Capital  Mortgage  and  GMAC  Mortgage, 
respectively)  ranked  among  the  top  10  in  both  originations  and 
servicing  in  1994  On  the  other  hand,  the  sale  of  Prudential  Home 
Mortgage  is  imminent,  and  several  other  nonbank  conglomerates 
have  sold  their  mortgage  banking  subsidiaries  within  the  last  two  and 
a  half  years,  including  Sears,  Metropolitan  Life,  Ford,  and  ITT 
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Figure  1 

Total  1-  to  4- family  mortgage  originations 


subsidiaries  and  affiliates),  899  independent  mortgage 
companies,  and  2,135  credit  unions. 


1995  values  represent  range  of  industry  forecasts. 

Source  HUD  Survey  of  Mortgage  Lending  Activity  (through  1994). 


Reserve  engineered  an  increase  in  interest  rates,  and 
the  decline  continued  into  1995. 

Reliable  data  do  not  exist  on  the  financial  performance 
of  the  mortgage  banking  industry,  in  large  part  because 
many  firms  are  subsidiaries  of  larger  parents  (e.g., 
commercial  banks,  thrifts,  insurance  companies, 
manufacturing  firms)  and  do  not  release  separate  finan¬ 
cial  results.  However,  partial  and  anecdotal  evidence 
suggests  that  profitability  is  volatile,  and  generally  fol¬ 
lows  the  trends  in  the  level  of  mortgage  originations. 
For  example,  a  recent  study  by  the  Mortgage  Bankers 
Association,  based  on  a  sample  of  236  firms,  reported 
a  negative  operating  profit  margin  (-2.7  percent)  for  the 
average  mortgage  banking  firm  in  1994,  when  origina¬ 
tion  volume  began  its  sharp  descent.  This  followed 
strong  performance  in  1992  (+7.9  percent)5  (Duncan 
and  Lereah  1995) 

Competition.  The  mortgage  banking  industry  is  highly 
competitive,  with  large  numbers  of  firms  and  intense 
price  competition  on  both  the  origination  and  servicing 
sides  of  the  business.  For  mortgage  originations,  the 
Home  Mortgage  Disclosure  Act  (HMDA)  data  are  per¬ 
haps  the  most  comprehensive  source  of  information  6 
HMDA  reports  for  1994  were  submitted  by  9,707  home 
purchase  lenders  (representing  applications  for  both 
new  and  refinanced  mortgages);  this  total  was  made 
up  of  5,464  banks  and  1 ,209  thrifts  (including  mortgage 


'  //hen  gains  on  the  sale  of  servicing  rights  are  included,  the  average 
profit  margin  //as  5  8  percent  in  1994  down  from  13.6  percent  in 
1 993  and  1 5  2  percent  in  1 992 

'  tlr  e  some  very  small  and  exclusively  rural  originators  are  exempt 
l"/r  "  anoa'ory  HMDA  reporting,  the  data  include  the  overwhelming 
rr  -I//  fy  of  r  orne  purchase  lenders  and  applications  (FFIEC,  1994, 
PP  4-5  ) 


There  are  no  reliable  data  for  the  total  number  of  mort¬ 
gage  servicers  in  the  country,  but  a  compilation  of 
partial  data  as  of  June  30,  1995  shows  2,466  bank 
holding  companies,  commercial  and  mutual  savings 
banks,  thrifts,  and  the  largest  non-depository-related 
independent  mortgage  companies  that  reported  serv¬ 
icing  for  others.7  Because  this  figure  excludes  bank- 
and  thrift-related  institutions  that  service  only  mort¬ 
gages  in  their  own  portfolios,  as  well  as  all  small  non¬ 
bank  servicers,  it  is  reasonable  to  assume  that  there  are 
at  least  2,700  firms  servicing  residential  mortgages  in 
the  U.S.  today. 

Among  both  originators  and  servicers,  there  are  very 
substantial  size  disparities  within  the  industry,  with  hun¬ 
dreds  (thousands  in  the  case  of  originations)  of  very 
small  operations  at  one  end  of  the  spectrum  and  a 
relative  handful  of  very  large  ones  at  the  other.  The 
smallest  firms  generally  operate  exclusively  in  a  single 
local  market,  while  a  few  of  the  industry  giants  operate 
nationwide. 


Table  2  displays  the  distribution  of  mortgage  originators 
and  servicers  by  business  volume.  Only  20.2  percent 
of  the  lenders  that  received  home  purchase  applica¬ 
tions  (both  new  and  refinanced)  received  500  or  more 
applications,  and  only  5.6  percent  received  2,500  or 
more.  Similarly,  only  13.5  percent  of  the  mortgage 
servicers  had  servicing  portfolios  with  principal  bal¬ 
ances  of  $250  million  or  more,  and  only  4.3percent  had 
servicing  portfolios  of  $2.5  billion  or  more.8 

Table  2 


Percentile 


Originations 

Number  of  applications 
received  (new  and 
refinanced 
mortgages) 


Servicing 

Portfolio  principal 
balance:  Loans 
serviced  for 
others 
($  millions) 


25th  30 

50th  (median)  106 

75th  362 

100th  (maximum)  359,784 


2.6 
18.7 
80  0 
123,355  6 


Sources:  Originations  —  HMDA  data  for  1994:  Servicing  —  Y-9 
Reports,  call  reports,  Thrift  Financial  Reports,  and  American  Banker 
(1995d):  data  as  of  June  30,  1995. 


7Sources  Y-9  Reports  for  bank  holding  companies;  call  reports  for 
insured  banks  not  included  in  the  Y-9  Reports.  Thrift  Financial  Reports 
for  thrifts,  and  American  Banker  ( 1 995d)  for  nonbank  or  thrift-related 
servicers  included  in  the  Top  100  Servicers  rankings 

8Because  regulated  institutions  are  required  to  report  only  the  value 
of  their  servicing  for  others,  loans  held  in  portfolio  are  excluded  from 
the  servicing  data  Also,  data  are  not  available  for  nonregulated 
servicers  that  are  not  included  in  the  American  Bankers  Top  100 
rankings. 
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Concentration.  As  suggested  by  the  disparate  sizes  of 
the  firms  shown  in  Table  2,  the  largest  firms  on  both  the 
originations  and  servicing  sides  of  the  industry  account 
for  disproportionate  shares  of  the  market.  In  origina¬ 
tions,  the  largest  single  producer  (out  of  over  9,700 
firms)  captured  5.11  percent  of  the  overall  market 
through  the  first  three  quarters  of  1995,  and  the  top  25 
firms  held  37.94  percent  of  the  market.  In  servicing,  the 
largest  single  firm  (out  of  at  least  2,700)  held  3.64 
percent  of  the  market,  and  the  top  25  firms  held  38.25 
percent  ( Inside  Mortgage  Finance  1995). 

The  degree  of  concentration  has  been  increasing  over 
recent  years.  Figure  2  shows  the  market  share  of  the 
top  25  firms  in  both  originations  and  servicing  over  the 
period  since  1989.  The  market  share  held  by  the  top 
mortgage  servicers  has  grown  faster  and  more  consis¬ 
tently  over  the  period  than  that  of  the  top  mortgage 
originators.  In  1994  and  1995  the  market  share  held  by 
the  top  25  servicers  exceeded  that  held  by  the  top  25 
originators  for  the  first  time  in  recent  years. 

The  absolute  size  of  the  largest  firms  has  also  been  on 
the  rise.  In  1989,  the  largestfirm  originated  $12.3  billion 
in  new  mortgages;  by  1993,  the  industry’s  peak  year, 
the  top  firm’s  production  had  increased  approximately 
fourfold  to  $49.5  billion.  For  servicing,  the  largest  port¬ 
folios  were  $60.0  billion  at  year-end  1989  and  $127.6 
billion  at  the  end  of  the  third  quarter  1995.  ( Mortgage 
Market  Statistical  Annual  for  1995  and  Inside  Mortgage 
Finance  1995) 

The  role  of  commercial  banks.  Commercial  banks  and 
their  mortgage  subsidiaries  and  affiliates  have  made 
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Largest  firms’  market  share 


1995  values  represent  first  nine  months  only 

Sources  Mortgage  Market  Statistical  Annual  for  1995  and  Inside 

Mortgage  Finance  1995 


up  a  substantial  proportion  of  the  mortgage  banking 
industry  for  many  years.  Since  early  1993,  however, 
there  have  been  several  large  acquisitions  of  mortgage 
operations  and  servicing  portfolios  by  commercial 
banks  ( American  Banker  1995b).  It  is  widely  believed 
that  bank-related  operations  have  significant  advan¬ 
tages  over  independent  competitors.9  First,  banks  sup¬ 
posedly  have  access  to  cheaper  deposit  funding. 
Second,  because  banks  and  bank  holding  companies 
have  “deep  pockets”  and  are  diversified  across  prod¬ 
uct  lines,  they  may  be  better  equipped  to  ride  out  the 
industry’s  chronic  cyclical  swings.  Banks  can  offer  a 
wider  variety  of  mortgage  products,  because  they  can 
hold  some  loans  in  portfolio.  Banks  may  also  be  more 
advanced  and  experienced  in  the  use  of  the  latest 
information  systems  technologies.  Finally,  banks  can 
achieve  enhanced  profitability  by  cross-selling  other 
products  to  their  mortgage  banking  customers  and  vice 
versa. 

These  arguments  have  a  certain  logic,  and  a  strategic 
move  into  mortgage  banking  is  consistent  with  the 
general  trend  in  commercial  banking  towards  fee-gen¬ 
erating  and  off-balance  sheet  activities.  The  available 
empirical  evidence  offers  limited  support  for  the  growth 
of  the  market  share  of  commercial  bank-related  mort¬ 
gage  companies.  In  terms  of  originations,  the  commer¬ 
cial  bank  and  independent  mortgage  company  market 
shares  both  jumped  at  the  end  of  the  1980s,  filling  the 
void  created  by  the  savings  and  loan  crisis.  Since  then, 
however,  consolidation  has  proceeded  apace  in  the 
nonbank  sectors  of  the  industry  as  well  as  in  the  bank- 
related  sector,  and,  due  to  a  lack  of  reliable  data,  it  is 
not  clear  whether  bank-related  operations  have  made 
significant  additional  gains  at  the  expense  of  inde¬ 
pendent  mortgage  companies,  and  if  so,  to  what  de¬ 
gree. 

At  the  top  end  of  the  market,  the  commercial  bank  share 
has  shown  an  upward,  but  at  times  inconsistent,  trend. 
The  aggregate  market  share  held  by  bank-related  firms 
among  the  top  25  originators  fell  from  approximately  49 
percent  in  1990  to  approximately  42  percent  in  1992 
and  1993  before  rising  to  approximately  51  percent 
through  the  first  three  quarters  of  1995.  Among  the  25 
largest  servicers,  the  bank  share  fell  from  approxi- 


9lt  should  be  pointed  out  that  some  of  the  "independents"  are  not 
really  independent,  in  the  sense  of  stand-alone  mortgage  operations 
but  rather  are  part  of  large  conglomerates,  and  thereby  able  to  reap 
most  of  the  same  benefits  claimed  for  bank-related  mortgage  com¬ 
panies.  For  example,  General  Electric’s  and  General  Motors'  mort¬ 
gage  subsidiaries  (G  E  Capital  Mortgage  and  GMAC  Mortgage, 
respectively)  ranked  among  the  top  10  in  both  originations  and 
servicing  in  1994  On  the  other  hand,  the  sale  of  Prudential  Home 
Mortgage  is  imminent,  and  several  other  nonbank  conglomerates 
have  sold  their  mortgage  banking  subsidiaries  within  the  last  two  and 
a  half  years,  including  Sears,  Metropolitan  Life,  Ford,  and  ITT 
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mately  56  percent  at  year-end  1991  to  approximately 
50  percent  a  year  later,  then  increased  steadily  to  56 
percent  at  the  end  of  the  third  quarter  1995  (derived 
from  Mortgage  Market  Statistical  Annual  for  1995  and 
Inside  Mortgage  Finance  1995).  Thus,  large  commer¬ 
cial  banks  appear  to  have  made  modest,  though  not 
dramatic  or  consistent,  inroads  on  the  market  share  of 
their  largest  nonbank  competitors. 

Economies  of  scale.  Mortgage  banking  —  the  servicing 
side  in  particular  —  has  been  increasingly  charac¬ 
terized  in  recent  years  as  exhibiting  economies  of 
scale.  This  tendency  goes  a  long  way  towards  explain¬ 
ing  some  of  the  industry’s  recently  observed  behavior 
and  characteristics. 

The  concept  of  economies  of  scale  refers  to  a  situation  in 
which  expenses  per  unit  of  output  decline  as  the  scale  of 
production  increases.  In  other  words,  when  economies  of 
scale  are  present,  a  large  producer  can  produce  at  lower 
cost  than  a  small  producer,  even  if  the  smaller  producer 
is  highly  efficient.  In  such  a  situation,  the  larger,  lower-cost 
producer  obviously  has  a  competitive  advantage  and  can 
undersell  the  smaller,  higher-cost  producer.  Historically, 
economies  of  scale  have  been  associated  with  large, 
mass-production  “heavy”  industries  such  as  steel,  auto¬ 
mobiles,  railroads,  airlines,  electric  utilities,  and  local  tele¬ 
phone  companies.  Economies  of  scale  often  result  from 
large  investments  in  technology,  and  typically  entail  an 
unusually  high  proportion  of  fixed  costs.  (Fixed  costs 
remain  constant  even  when  the  level  of  output  changes, 
in  contrast  to  variable  costs  such  as  production  labor  or 
materials). 

Contemporary  mortgage  servicing  certainly  fits  this 
profile, 10  with  the  largest  producers  investing  heavily  in 
several  areas  of  technology.  Most  important  have  been 
the  computer  systems  necessary  to  process  informa¬ 
tion  from  literally  millions  of  individual  mortgages,  with 
their  monthly  payments,  escrow  accounts,  payments  to 
investors,  tax  authorities,  insurance  carriers,  etc.  Tele¬ 
phone  systems  are  needed  to  handle  customer  service 
and  delinquency/foreclosure  functions;  imaging  tech¬ 
nology  offers  considerable  efficiencies  in  processing 


10The  evidence  of  economies  of  scale  on  the  origination  side  of 
mortgage  banking  is  much  weaker  than  for  servicing,  and  reliable 
studies  or  statistics  are  not  available  in  this  area.  At  least  some  recent 
developments  in  mortgage  origination  would  seem  to  work  in  the 
opposite  direction,  that  is,  towards  efficient  small-scale  production: 
the  advent  of  on-line  computer-based  origination  and  underwriting 
systems,  the  declining  cost  and  increasing  capabilities  of  lap-top 
computers  and  associated  telecommunications  systems  that  link 
ap-tops  with  large  databases  and  information  systems;  the  availabil- 
ity  on-lme  of  credit  history  and  property  appraisal  information;  the 
growth  of  affinity  marketing  and  telephone-based  origination  systems 
that  obviate  brick  and -mortar  branch  networks,  and  the  integration 
of  the  origination  business  into  real  estate  brokerage  and  construc¬ 
tion  firms 


the  large  volume  of  documentation  involved  in  mort¬ 
gage  banking. 

As  a  result  of  these  investments,  average  costs  for  most 
of  the  largest  servicers  have  been  falling  substantially. 
For  example,  according  to  press  reports,  the  average 
cost  of  servicing  a  mortgage  at  Countrywide  Funding 
(the  largest  producer  as  of  the  third  quarter  of  1 995  with 
a  portfolio  of  over  $125  billion)  has  fallen  from  approxi¬ 
mately  $70  per  loan  per  year  in  1992  to  approximately 
$50  today,  and  the  company  projects  a  further  decline 
to  $45  by  mid-year  1996  ( American  Banker  1995a). 

Consolidation.  The  presence  of  significant  economies  of 
scale  creates  strong  pressures  towards  industry  consoli¬ 
dation,  reinforcing  the  pattern  of  concentration  discussed 
above.  When  the  production  process  exhibits  economies 
of  scale,  small  producers  face  a  dilemma:  they  must  either 
(1)  grow  internally,  large  enough  and  fast  enough  to  take 
advantage  of  the  scale  economies  themselves;  (2)  in¬ 
crease  their  size  by  acquiring  other  producers,  or  by 
being  acquired  themselves;  (3)  develop  a  “niche”  strat¬ 
egy  in  which  they  provide  specialized  services  to  custom¬ 
ers  who  are  willing  to  pay  a  price  premium;  or  (4)  face  the 
prospect  of  being  driven  out  of  business  by  larger  and 
more  efficient  competitors. 

These  consolidation  patterns  have  been  abundantly  evi¬ 
dent  in  mortgage  banking  in  the  last  few  years.  Sales  of 
servicing  and  of  entire  mortgage  banking  operations  have 
been  numerous,  with  several  transactions  involving  serv¬ 
icing  portfolios  in  excess  of  $10  billion  ( American  Banker 
1995b).  Players  as  large  as  Wachovia,  Keycorp,  and 
AmSouth  have  exited  the  servicing  business  altogether, 
often  citing  intense  competition  and  economies  of  scale 
as  the  principal  reasons  (see,  for  example,  American 
Banker  1995c).  In  a  highly  unusual  move,  Wells  Fargo 
decided  to  stop  originating  residential  mortgage  prod¬ 
ucts,  and  entered  into  an  arrangement  whereby  Norwest 
Mortgage  is  originating  loans  in  Wells’  600  California 
branches  ( American  Banker  1995e). 

Pricing  pressures.  The  large  investment  in  technology 
required  to  capture  scale  economies,  as  well  as  the  high 
proportion  of  fixed  costs  that  results,  mean  that  firms  can 
experience  substantial  excess  capacity  during  economic 
downturns.  As  shown  above,  the  mortgage  industry  is 
highly  cyclical.  In  addition,  the  expenses  necessary  to 
service  an  additional  loan  are  quite  low  in  this  industry. 
This  combination  of  excess  capacity  and  low  incremental 
costs  creates  very  strong  downward  pressure  on  prices 
during  periods  of  weak  demand. 

In  the  short  run,  it  may  be  perfectly  rational  for  mort¬ 
gage  bankers  to  set  fees  at  levels  less  than  their  aver¬ 
age  unit  costs;  the  resulting  losses  would  be  smaller 
than  those  incurred  if  they  shut  down  operations  and 
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continued  to  meet  their  large  fixed  costs.  Thus,  the  kind 
of  predatory  pricing  and  price  wars  that  were  common 
historically  in  high  economies-of-scale  industries  like 
the  railroads  —  and  are  still  common  in  the  airline 
industry  —  are  plausible  for  today’s  mortgage  banking 
industry.  Such  price  dynamics,  of  course,  generally 
result  in  further  industry  consolidation,  as  the  smaller 
and  weaker  firms  are  either  bought  up  or  driven  out  of 
business.  This  is  precisely  what  has  been  taking  place 
among  airlines  over  the  last  several  years  and  in  mort¬ 
gage  banking  since  origination  volume  began  to  drop 
sharply  in  the  first  quarter  of  1994. 

Conclusions 

We  conclude  with  some  speculative  comments  on 
likely  trends  in  the  mortgage  banking  industry  over  the 
next  few  years.  These  remarks  are  limited  to  two  areas: 
consolidation  and  the  role  of  commercial  banks. 

Consolidation.  The  strong  economies  of  scale  in  mort¬ 
gage  banking  give  every  indication  that  the  current 
trend  towards  consolidation  is  likely  to  continue,  and  to 
be  stronger  on  the  servicing  side  of  the  business  than 
on  the  production  side.  The  top  firms  are  likely  to 
continue  investing  in  technology,  reducing  operating 
costs,  putting  competitive  pressure  on  smaller,  less 
efficient  firms,  and  increasing  both  their  absolute  scale 
of  operation  and  their  market  share. 

Medium-sized  firms  (roughly  numbers  25  through  100, 
ranked  by  size)  are  likely  to  feel  the  greatest  pressure 
and  be  forced  either  to  grow  to  sufficient  size  to  take 
advantage  of  the  economies  of  scale,  or  to  sell  their 
servicing  rights  portfolios  and  operations.  Several  mort¬ 
gage  banks  in  this  approximate  size  range  (Wachovia, 
Keycorp,  AmSouth,  Bank  of  New  York,  USBancorp, 
Barclay’s,  Michigan  National,  Maryland  National)  have 
already  chosen  the  latter  course  in  the  last  few  years, 
and  others  are  likely  to  follow  their  example.  Small,  local 
firms,  on  the  other  hand,  may  be  more  likely  to  survive. 
They  serve  a  geographic  niche  and  may  be  willing  to 
stay  in  the  business,  even  with  higher  costs  and  lower 
returns,  in  order  to  maintain  a  relationship  with  their 
local  customer  base. 

How  far  can  consolidation  go  in  mortgage  banking? 
Although  there  is  no  way  to  know  with  any  degree  of 
certainty,  the  concentration  witnessed  in  recent  years 
is  still  quite  low  compared  to  that  in  many  other  U.S. 
industries  with  significant  economies  of  scale.11  Fur¬ 


11  For  example,  the  market  share  of  the  top  four  firms  is  90  percent  or 
more  for  automobiles,  household  washers  and  dryers,  and  ciga¬ 
rettes;  over  80  percent  for  beer,  greeting  cards,  and  household 
refrigerators  and  freezers;  and  over  70  percent  for  aircraft,  aircraft 
engines,  aluminum,  and  photographic  equipment  and  supplies 
(Census  Bureau  1995). 


ther,  the  historical  record  in  many  industries  with  sub¬ 
stantial  economies  of  scale,  such  as  autos,  railroads, 
and  airlines,  indicates  that  the  intense  competitive 
pressures  and  consolidation  might  eventually  give  way 
to  an  oligopolistic  structure  with  relative  stability  and 
consistent  profitability.  Of  course,  many  firms  did  not 
survive  the  competitive  struggles  in  those  industries  to 
reap  these  rewards. 

From  this  perspective,  it  is  conceivable  that  the  current 
concentration  ratios  in  mortgage  banking  (35  percent 
to  40  percent  for  the  top  25  firms)  could  double  —  or 
more  —  over  the  next  several  years  and  that  the  surviv¬ 
ing  powerhouses  could  constitute  an  oligopolistic 
structure  that  will  prevail,  with  at  least  a  modicum  of 
price  and  earnings  stability,  for  some  period  of  time. 

Of  course,  economies  of  scale  cannot  go  on  forever;  at 
some  point,  diseconomies  of  large  size  (often  having  to 
do  with  problems  of  coordination  and  management)  will 
overwhelm  the  size-driven  technological  efficiencies, 
and  unit  costs  will  begin  to  increase.  However,  there  are 
to  date  no  reliable  studies  to  indicate  at  what  size  this 
dividing  line  (sometimes  referred  to  as  “minimum  effi¬ 
cient”  or  “optimum”  scale)  is  located  in  mortgage  serv¬ 
icing.  The  continuing  trend  toward  consolidation  and 
the  announced  aspirations  of  the  current  industry  lead¬ 
ers  certainly  indicate  that  they  believe  they  have  quite 
a  ways  to  go  before  reaching  optimum  scale. 

The  role  of  commercial  banks.  While  a  large  number  of 
commercial  banks  have  expanded  their  mortgage 
banking  operations  substantially  or  made  sizable  mort¬ 
gage  banking  acquisitions  in  the  last  few  years,  it  is  not 
certain  that  this  focus  or  commitment  of  resources  will 
continue  indefinitely.  It  was  not  too  long  ago  (1985- 
1 986)  that  commercial  banks  were  the  sellers  in  several 
large  mortgage  banking  transactions,  having  decided, 
for  a  variety  of  reasons,  that  it  was  not  a  core  business. 

In  recent  months,  some  industry  observers,  including 
a  well-known  investment  banker  and  one  of  the  major 
rating  agencies,12  have  expressed  doubts  as  to  the 
staying  power  of  the  large  commercial  banks.  These 
writers  cite  three  principal  factors  that  may  lead  com¬ 
mercial  banks  to  question,  and  perhaps  reverse,  their 
commitment  to  mortgage  banking.  First,  the  chronic 
volatility  of  the  business  and  its  earnings  stream  may 
prove  unacceptable  to  banks  and  their  stockholders. 
Second,  few,  if  any,  players  have  to  date  been  able  to 
realize  significant  earnings  from  cross-selling  other 
products  to  their  mortgage  banking  customer  bases. 
Although  the  potential  for  cross-selling  is  widely  dis- 


2Brenda  White,  (1995)  managing  director  and  head  of  investment 
banking  for  Mortgage  Banks  at  UBS  Securities,  and  Moody's  Inves¬ 
tors  Service  (1995). 
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cussed,  it  is  far  from  certain  that  this  effort  will  ever  live 
up  to  its  lofty  promises.  Finally,  the  more  entrepre¬ 
neurial,  production-driven,  commission-based  culture 
of  mortgage  banking  and  the  more  traditional,  bureau¬ 
cratic,  salary-based  culture  of  commercial  banking 
may  not  be  compatible  in  the  long  run. 

There  is  some  validity  to  each  of  these  arguments.  Both 
mortgage  banking  and  the  broader  financial  services 
industry  are  highly  dynamic,  and  subject  to  rapidly 
changing  economic,  technological,  and  regulatory 
forces.  It  is  certainly  conceivable  that  commercial 
banks  could  be  induced  by  a  changed  landscape  to 
reconsider  their  deployment  of  resources.  On  the  other 
hand,  most  banks  were  aware  of  these  potential  diffi¬ 
culties  when  they  made  their  decisions  to  expand  their 
mortgage  banking  operations.  Given  that  many  bank- 
related  mortgage  operations  are  still  in  the  early  stages 
of  putting  strategic  plans  into  place  and  bringing  major 
investments  in  technology  on  line,  it  is  likely  to  be  two 
to  three  years,  at  the  very  least,  before  any  verdict  will 
be  rendered  on  the  lasting  importance  and  attractive¬ 
ness  of  this  area  for  commercial  banks. 
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Recent  Corporate  Decisions 


On  July  11,  1995,  Bank  IV  Missouri,  N.A.,  Inde¬ 
pendence,  Missouri,  received  approval  to  relocate  to 
Overland  Park,  Kansas,  retain  its  former  head  office  as 
a  branch,  and  merge  with  an  affiliate  in  Wichita. 

On  July  13, 1995,  Star  Bank,  N. A.,  Covington,  Kentucky, 
received  approval  to  relocate  to  Cincinnati,  Ohio,  retain 
its  former  head  office  as  a  branch,  and  merge  into  its 
affiliate  bank  in  Cincinnati,  Ohio. 

On  July  17,  1995,  Huntington  Bank  of  Kentucky,  Cov¬ 
ington,  Kentucky,  received  approval  to  convert  to  a 
national  bank  with  trust  powers,  relocate  to  Cincinnati, 
Ohio,  retain  its  former  head  office  as  a  branch,  and 
merge  into  its  affiliate  in  Columbus,  Ohio. 

On  July  19,  1995,  Society  National  Bank,  South  Bend, 
Indiana,  received  conditional  approval  to  acquire  an 
Ohio  operating  subsidiary  which  engages  in  the  sale  of 
annuities.  Pursuant  to  Ohio  law,  the  operating  subsidi¬ 
ary  was  being  structured  so  that  a  “natural  person” 
owns  the  voting  stock  of  the  subsidiary,  while  the  bank 
maintains  control  via  a  close  corporation  agreement. 
The  conditions  of  the  approval  addressed  the  close 
corporation  agreement  and  the  limitation  of  the  activi¬ 
ties  to  the  sale  of  annuities,  as  proposed  by  the  bank. 
A  similar  proposal  was  conditionally  approved  for  the 
Star  National  Bank,  Cleveland,  Ohio,  to  acquire  an  Ohio 
operating  subsidiary  to  engage  in  the  sale  of  annuities 
and  all  lines  of  insurance,  except  title  insurance.  The 
condition  of  the  approval  addressed  the  close  corpo¬ 
ration  agreement. 

On  July  25,  1995,  Star  Bank,  N.A.,  Richmond,  Indiana, 
received  approval  to  relocate  to  Eaton,  Ohio,  retain  its 
former  head  office  as  a  branch  and  merge  into  an 
affiliate.  The  resulting  bank  will  have  an  interstate 
branching  network  in  Ohio,  Indiana,  and  Kentucky.  This 
was  the  first  interstate  proposal  between  these  two 
states. 

On  July  25, 1 995,  Republic  Bank  for  Savings,  New  York, 
New  York,  an  interstate  savings  bank  with  branches  in 
New  York  and  Florida,  received  approval  to  convert  to 
a  national  bank.  At  a  later  date,  the  holding  company 
plans  to  merge  this  bank  with  Republic  National  Bank, 
New  York,  New  York. 

On  July  26,  1995,  BayBank,  Connecticut,  N.A.,  Hart¬ 
ford,  Connecticut,  received  approval  to  relocate  its 
main  office  to  Springfield,  Massachusetts,  retain  its 
former  main  office  as  a  branch  and  merge  into  BayBank 


Boston,  N.A.,  Massachusetts.  This  was  the  first  inter¬ 
state  approval  for  these  two  states.  In  the  near  future, 
BayBank  plans  to  file  to  consolidate  all  of  its  banking 
operations  into  a  single  national  bank  to  be  headquar¬ 
tered  in  Massachusetts.  The  resulting  bank  will  have 
branches  in  Connecticut,  Maine,  Massachusetts,  and 
New  Hampshire. 

On  July  28,  1995,  National  City  Bank,  Columbus,  Ohio, 
received  approval  to  establish  an  operating  subsidiary 
to  engage  in  finance  company  type  lending.  The  sub¬ 
sidiary  will  market  its  loans  to  those  customers  who  do 
not  qualify  for  traditional  bank  loans  and  to  individuals 
who,  for  one  reason  or  another,  prefer  dealing  with  a 
finance  company. 

On  August  4,  1995,  Embry  National  Bank,  Atlanta, 
DeKalb  County  Georgia,  received  approval  to  relocate 
its  head  office  across  the  county  line  to  Lawrenceville, 
Gwinnett  County,  Georgia,  and  to  establish  a  branch  at 
its  former  head  office  site.  Embry  proposed  to  continue 
operating  a  branch  in  Duluth,  Fulton  County,  Georgia. 
The  proposal  was  protested  by  the  Community  Bankers 
Association  of  Georgia,  Inc.,  asserting  that  the  contin¬ 
ued  operation  of  the  Duluth  branch  and  the  estab¬ 
lishment  of  a  branch  at  the  former  head  office  site  would 
violate  the  McFadden  Act[12  U.S.C.  36]  because  a 
state  bank  in  Georgia  would  not  be  permitted  to  operate 
these  branches  under  Georgia  law.  The  OCC  con¬ 
cluded  that  the  proposal  was  legally  permissible  under 
12  U.S.C.  30  and  36. 

On  August  7,  1995,  PNC  Bank,  New  Jersey,  N.A., 
Mt. Laurel,  New  Jersey,  received  approval  to  relocate  to 
Philadelphia,  Pennsylvania,  and  merge  into  its  lead 
bank,  PNC  Bank,  N.A.,  Pittsburgh,  Pennsylvania.  Prior 
to  relocating,  the  bank  is  to  acquire  Chemical  Bank  New 
Jersey,  N.A.  This  transaction  was  approved  on  July  25, 
1995. 

On  August  10,  1995,  The  Rock  Island  Bank,  N.A.,  Rock 
Island,  Illinois,  received  approval  to  convert  to  a  na¬ 
tional  bank  with  trust  powers,  relocate  its  main  office 
across  state  lines  to  Bettendorf,  Iowa,  establish  a 
branch  at  the  site  of  its  former  main  office  and  retain  its 
Illinois  branches.  This  was  the  first  OCC  approval  in¬ 
volving  a  bank  relocating  from  Illinois  to  Iowa. 

On  August  10,  1995,  Farmers  National  Bank,  Butler, 
Pendleton  County,  Kentucky,  received  approval  to  con¬ 
vert  to  a  national  bank,  purchase  a  branch  of  an  unaf¬ 
filiated  bank  in  Walton,  Kenton  County,  Kentucky, 
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relocate  its  head  office  to  the  site  of  the  purchased 
branch  and  retain  its  existing  branch  in  Pendleton 
County. 

On  August  1 5, 1 995,  First  United  National  Bank  of  West 
Virginia,  Piedmont,  West  Virginia,  received  approval  to 
relocate  to  Oakland,  Maryland,  retain  its  former  main 
office  as  a  branch  and  merge  with  an  affiliate,  First 
United  National  Bank  &  Trust,  Oakland,  Maryland.  The 
West  Virginia  Banking  Commissioner  protested  these 
applications,  raising  concerns  similar  to  those  she  ex¬ 
pressed  in  the  previously  approved  application  for 
Belmont  National  Bank,  St.  Clairsville,  Ohio,  to  relocate 
to  Wheeling,  West  Virginia.  The  Commissioner  states 
that  West  Virginia  law  prohibits  interstate  banking.  The 
OCC  concluded  that  the  transaction  was  legal  and 
permissible  under  federal  banking  statutes. 

On  August  17,  1995,  Carson  Pirie  Scott  &  Co.,  Milwau¬ 
kee,  Wisconsin,  a  Midwestern  retailer  received  ap¬ 
proval  to  establish  a  CEBA  credit  card  bank  to  be 
entitled,  “National  Bank  of  the  Great  Lakes.”  The  bank 
is  to  be  FDIC-insured  and  located  at  the  company's 
current  credit  facility  in  Hillside,  Illinois.  The  OCC  also 
granted  permission  for  the  bank  to  acquire  and  operate 
Carson  Pirie  Scott’s  existing  credit  card  securitization 
company,  Great  Lakes  Credit  Corporation,  as  an  oper¬ 
ating  subsidiary.  Carson  Pirie  Scott  operates  approxi¬ 
mately  60  department  and  furniture  stores  in  Illinois, 
Indiana,  Minnesota,  and  Wisconsin,  with  over  $700 
million  in  assets. 

On  August  30,  1995,  Banterra  Bank  of  Vienna,  Illinois, 
received  approval  to  convert  to  a  national  bank,  relo¬ 
cate  its  head  office  to  Paducah,  Kentucky,  and  retain 
its  former  head  office  as  a  branch.  This  was  the  first 
interstate  proposal  between  these  two  states. 

On  September  8,  1995,  FirsTier  Bank,  N.A.,  Council 
Bluffs,  Iowa,  received  approval  to  relocate  its  head 
office  to  Omaha,  Nebraska,  merge  with  its  larger  sister 
bank  based  in  Omaha,  and  establish  a  branch  at  its 
former  head  office  site.  The  resulting  bank  will  retain 


fiduciary  powers  in  both  states.  This  is  the  first  interstate 
transaction  involving  Nebraska  and  Iowa. 

On  September  11,  1995,  Wheeling  National  Bank, 
Wheeling,  West  Virginia,  received  approval  to  relocate 
its  head  office  to  St.  Clairsville,  OH,  establish  a  branch 
at  its  former  head  office,  and  merge  with  its  affiliate, 
Columbus  National  Bank,  Quaker  City,  Ohio.  The  West 
Virginia  Division  of  Banking  protested  the  application, 
citing  that  West  Virginia  prohibits  interstate  branching. 
The  OCC  concluded  that  the  transaction  was  legal  and 
permissible  under  federal  banking  statutes. 

On  September  20,  1995,  Liberty  National  Bank  of 
Northern  Kentucky,  Erlanger,  Kentucky,  received  ap¬ 
proval  to  relocate  to  Cincinnati, Ohio,  establish  a  branch 
at  its  former  head  office  site  and  merge  into  its  affiliate, 
Bank  One,  Cincinnati,  Ohio. 

On  September  27,  1995,  NationsBank,  N.A.,  (Caroli- 
nas),  Charlotte,  North  Carolina,  received  approval  to 
merge  with  its  affiliate  in  Richmond,  Virginia,  with  the 
resulting  bank  headquartered  in  Charlotte  and  with  the 
title  of  NationsBank,  N.A..  This  was  the  first  merger 
approved  under  the  early  opt-in  provision  of  the  Riegle- 
Neal  Interstate  Banking  and  Branching  Efficiency  Act 
of  1994.  Both  states  had  already  opted-in.  The  resulting 
bank  will  have  branches  in  North  Carolina,  South  Caro¬ 
lina,  Virginia,  Maryland,  and  the  District  of  Columbia. 

On  September  30,  1995,  BayBank,  Burlington,  Massa¬ 
chusetts,  received  approval  to  convert  to  a  national 
bank,  merge  with  BayBank  Boston,  N.A.,  an  interstate 
bank  with  branches  in  Massachusetts  and  Connecti¬ 
cut,  relocate  the  main  office  of  the  resulting  bank  to 
Boston,  and  retain  its  former  main  office  as  a  branch. 
The  OCC  approved  BayBank  Boston’s  interstate  pro¬ 
posal  on  July  26,  1995,  and  it  was  consummated  on 
August  31,  1995.  The  consummation  of  the  current 
corporate  reorganization  proposal  will  bring  all  of  Bay- 
Bank,  Inc.’s  banking  subsidiaries,  except  a  federal 
savings  bank  in  New  Hampshire,  under  a  single  charter. 
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Appeals  Process 


Case  1 :  Appeal  of  Denial  of  Branch 
Application 

Background 

A  formal  appeal  was  received  regarding  a  Supervisory 
Office’s  denial  of  a  bank’s  application  to  open  a  fully 
constructed  and  staffed  branch.  The  following  summa¬ 
rizes,  chronologically,  the  pertinent  details  that  led  to 
the  denial. 

On  September  23,  1993,  applications  were  filed  with 
the  Office  of  the  Comptroller  of  the  Currency  (OCC)  for 
a  bank  to  open  two  branches  (Branch  A  and  Branch  B). 
A  month  later,  the  OCC  commenced  an  on-site  Com¬ 
munity  Reinvestment  Act  (CRA)  examination  of  the 
bank.  This  examination  resulted  in  a  rating  of  "Needs 
to  Improve  Record  of  Meeting  Community  Credit 
Needs”  as  documented  in  the  bank’s  December  20, 
1993  Performance  Evaluation  (PE). 

In  April  1994,  the  bank  received  preliminary  approval 
to  open  Branches  A  and  B,  subject  to  the  satisfaction 
of  two  conditions: 

(1)  The  bank’s  submission  of  a  comprehensive 
program  designed  to  improve  CRA  performance 
as  set  forth  in  separate  correspondence  between 
the  OCC  and  the  bank’s  board  of  directors;  and, 

(2)  The  bank’s  CRA  performance  returning  to  a 
“Satisfactory  Record  of  Meeting  Community 
Credit  Needs.” 

The  examiners  met  with  representatives  of  the  bank  in 
May  to  discuss  the  bank’s  CRA  program.  In  June,  they 
again  met  with  the  bank  to  discuss  the  bank's  program. 
In  addition,  the  bank  provided  the  examiners  with  a 
written  update  of  the  bank’s  CRA  compliance  efforts. 
Bank  management  stated  that  they  felt  the  examiners 
were  favorably  impressed  with  the  compliance  efforts 
undertaken  by  the  bank.  Additional  updates  were  pro¬ 
vided  to  the  examiners  throughout  the  remainder  of  the 
year. 

On  June  23,  1994,  the  examiners  met  with  the  board  of 
directors  of  the  bank  and,  according  to  the  bank,  indi¬ 
cated  that  if  the  bank  were  to  be  examined  that  day,  the 
rating  would  be  “Satisfactory.”  On  July  1 4,  the  bank  filed 
an  application  to  open  an  additional  branch  (Branch 


C).  A  month  later,  the  OCC  Supervisory  Office  granted 
official  authorization  to  establish  Branch  C  without  im¬ 
posing  any  conditions,  despite  the  bank’s  existing  CRA 
rating  of  “Needs  to  Improve.”  In  October,  the  bank 
began  construction  on  Branch  A. 

On  January  2,  1995,  the  OCC  commenced  an  on-site 
compliance  examination  at  the  bank.  The  OCC  con¬ 
cluded  the  on-site  portion  of  the  examination  on  Febru¬ 
ary  2.  On  February  23,  the  bank  notified  the  Supervisory 
Office  that  it  had  completed  the  construction  and  staff¬ 
ing  of  Branch  A  and  planned  to  open  it  on  March  1 1  . 

The  Supervisory  Office  notified  the  bank  by  telephone 
on  February  24  that  the  authorization  for  opening 
Branch  A  would  not  be  given  because  the  examiners’ 
preliminary  conclusion  was  that  the  bank  would  be 
assigned  a  “Needs  to  Improve”  CRA  rating.  On  March 
9,  the  Supervisory  Office  notified  the  bank  by  letter  that 
because  the  bank  had  not  been  able  to  satisfy  the  April 
1994  conditions,  the  branch  could  not  be  opened  on 
March  11,  1995,  as  planned. 

Discussion  and  Conclusion 

The  OCC’s  current  corporate  policy  on  banks  with  a 
less  than  a  satisfactory  CRA  rating  is  detailed  in  a  Bank 
Organization  and  Structure  (BOS)  memorandum  dated 
August  15,  1990,  “Corporate  Decisions  for  Banks  with 
Less  than  Satisfactory  CRA  Performance  (Replaces 
BOS  89-2  and  paragraph  (5)  of  BOS  88-11).”  The 
memorandum  was  revised  to  provide  guidance  for 
handling  certain  corporate  filings  from  banks  with  less 
than  satisfactory  CRA  performance.  Changes  were 
necessary  because  of  amendments  to  CRA  resulting 
from  the  Financial  Institutions  Reform,  Recovery,  and 
Enforcement  Act  of  1989  (FIRREA  ).  Amendments  to 
CRA  required  the  OCC  to  (1)  prepare  a  written  evalu¬ 
ation  of  a  bank’s  CRA  record  upon  completing  an 
examination,  and  (2)  make  that  evaluation  public  for 
examinations  started  on  or  after  July  1 , 1 990.  The  policy 
for  actions  on  filings  from  banks  with  less  than  satisfac¬ 
tory  CRA  performance  was  revised  as  follows: 

Conditional  approval  will  generally  be  granted  to 
applications  from  banks  rated  "needs  to  improve” 
under  the  new  system  or  rated  3  under  the  old 
system.  Applications  from  banks  rated  5  under 
the  old  system  or  “substantial  noncompliance’’ 
under  the  new  system  generally  warrant  denial. 
For  banks  with  CRA  rated  4  under  the  old  system, 
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conditional  approval  or  denial  may  be  appropri¬ 
ate,  depending  on  the  circumstances  of  the  case. 

When  conditional  approval  is  granted,  OCC  will 
grant  final  approval  only  after  applicants  satisfy 
conditions  and  improve  performance  to  a  satis¬ 
factory  level.  Satisfactory  performance  must  be 
substantiated  by  a  publicly  available  written  evalu¬ 
ation. 

OCC  will  generally  not  allow  applicants  to  use 
commitments  to  improve  performance  to  over¬ 
come  a  less  than  satisfactory  CRA  record.  An 
exception  to  this  rule  is  made  for  the  acquisition 
of  a  troubled  financial  institution.  Conditional  ap¬ 
provals  are  not  workable  in  this  situation,  since 
consummation  cannot  wait  until  CRA  perform¬ 
ance  has  improved.  Approval  of  the  Deputy 
Comptroller  for  BOS  is  required  before  a  bank  with 
a  less  than  satisfactory  CRA  rating  can  bid  for  a 
failing  institution.  (Districts  can  request  approval 
of  the  Deputy  Comptroller  for  BOS  by  telephone 
or  E-mail.) 

Cases  with  final  recommendations  that  conflict 
with  this  policy  should  be  forwarded  to  Washing¬ 
ton  for  decision. 

Because  the  Supervisory  Office  had  never  formally 
changed  the  bank’s  CRA  rating  from  “Needs  to  Im¬ 
prove,”  as  published  in  the  bank’s  December  20,  1993 
Public  Evaluation,  the  Supervisory  Office  did  not  follow 
corporate  policy  when  granting  official  authorization  for 
Branch  C  to  open  unconditionally. 

The  OCC  is  currently  conducting  a  new  CRA  examina¬ 
tion  at  the  bank.  If  the  examination  again  results  in  a 
less  than  satisfactory  rating,  the  bank  will  be  precluded 
from  further  expansion  of  corporate  activity  until  CRA 
performance  has  been  upgraded  to  a  satisfactory  level, 
as  described  in  a  new  PE.  Exceptions  could  be  consid¬ 
ered  for  proposals  which  would  enhance  the  bank’s 
CRA  performance. 

In  evaluating  the  appeal,  after  reviewing  the  corporate 
policy,  the  ombudsman  found  that  because  the  bank’s 
CRA  rating  had  remained  “Needs  to  Improve”  since  the 
October  1993  examination,  only  two  options  existed  to 
allow  the  bank  to  open  the  branch: 

( 1 )  Demonstrate  that  the  bank’s  actual  CRA  per¬ 
formance  was  deserving  of  an  assigned  rat¬ 
ing  of  better  than  “Needs  to  Improve,”  as 
documented  in  a  PE.  However ,  the  Supervi¬ 
sory  Office  had  not  finalized  the  January  1 995 
Report  of  Examination  or  CRA  performance 
evaluation. 


(2)  Demonstrate  that  Branch  A  specifically,  or 
other  actions  planned  by  the  bank,  will  meas¬ 
urably  enhance  the  bank’s  CRA  performance 
by  providing  expanded  access  to  its  services 
for  underserved  low-  to  moderate-income  ar¬ 
eas  within  the  bank’s  delineated  community. 

During  the  review  of  the  appeal,  bank  officials  met  with 
the  ombudsman  and  several  senior  officials  of  the  OCC 
to  present  a  Service  Accessibility  Plan  for  the  bank.  The 
plan  established  a  framework  that  technically  complied 
with  option  two  listed  above  and  satisfied  senior  OCC 
bank  supervision  managers.  Accordingly,  the  ombuds¬ 
man  decided  to  reverse  the  Supervisory  Office  decision 
to  deny  the  opening  of  the  branch. 

Note\  This  decision  relates  only  to  this  branch.  Consis¬ 
tent  with  established  interagency  guidelines,  approval 
will  not  be  granted  on  any  additional  corporate  appli¬ 
cations  subject  to  CRA,  until  the  bank’s  performance 
under  CRA  has  been  rated  “Satisfactory.”  The  satisfac¬ 
tory  rating  for  the  bank  must  be  in  a  published  CRA 
performance  evaluation.  The  Supervisory  Office  will 
consider,  on  an  exception  basis,  corporate  applica¬ 
tions  in  which  the  bank  is  able  to  demonstrate  that  the 
filing  will  enhance  the  bank’s  CRA  performance. 

Case  2:  Appeal  of  FOIA  Disclosure 
Determination 

Background 

A  newly  chartered  bank  (the  "submitter”)  appealed  a 
Freedom  of  Information  Act  (FOIA)  disclosure  determina¬ 
tion  by  the  Chief  Counsel’s  Office.  The  submitter  objected 
to  the  Chief  Counsel  Office’s  decision  that  certain  infor¬ 
mation  contained  in  the  bank’s  de  novo  charter  applica¬ 
tion  is  not  exempt  from  FOIA  disclosure. 

The  initial  FOIA  request  came  from  a  competing  bank 
in  the  same  town  (the  “requester”).  OCC  responded 
by  providing  a  partial  copy  of  the  charter  application 
to  the  requester.  The  agency  omitted  two  pieces  of 
information  from  the  disclosure  which  the  submitter 
had  requested  be  given  confidential  treatment  at  the 
time  of  submission.  This  omission  included  four 
pages  of  pro  forma  financial  information  and  a  letter 
from  the  organizing  group  to  OCC  disclosing  the 
proposed  president/CEO  of  the  bank.  The  requester 
then  submitted  a  new  request  for  the  withheld  infor¬ 
mation.  OCC  denied  the  request  based  on  exemption 
4  of  the  FOIA  (5  U.S.C.  552(b)(4))  and  12  CFR 
4.16(b)(4).  This  exemption  to  the  general  disclosure 
requirements  deals  with  trade  secrets  and  privileged 
or  confidential  commercial  or  financial  information 
The  requester  filed  an  administrative  appeal  of  this 
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denial.  OCC  then  notified  the  submitter  of  the  FOIA 
request  and  gave  the  submitter  an  opportunity  to  justify 
continued  confidential  treatment. 

After  carefully  considering  the  requester’s  appeal  and 
the  submitter’s  justification,  the  Chief  Counsel’s  Office 
provided  the  submitter  notice  of  intent  to  disclose.  This 
notice  stated  the  OCC  must  make  partial  release  of  the 
pro  formas  and  full  release  of  the  letter.  Regarding  the 
pro  formas,  it  acknowledged  that  the  submitter  showed 
the  requisite  level  of  harm  required  by  exemption  4  of 
the  FOIA  that  would  likely  follow  from  the  release  of 
certain  details.  However,  the  submitter  did  not  show 
how  release  of  certain  other  information  in  the  pro 
formas  would  likely  cause  the  requisite  harm.  This 
information  includes  3-year  projections  for  the  balance 
sheet,  income  statement,  and  risk-based  capital.  The 
partial  disclosures  consist  of  the  category  titles  and 
category  aggregates  on  all  three  pro  formas.  The  pro 
forma  balance  sheet  discloses  total  assets,  total  liabili¬ 
ties,  capital,  and  total  liabilities  and  capital.  Similarly, 
the  pro  forma  income  statement  discloses  total  interest 
income,  total  interest  expense,  net  interest  income,  total 
other  income,  total  operating  expense,  pretax  income, 
and  net  income.  The  risk-based  capital  pages  disclose 
total  balance  sheet  assets,  total  off-balance  sheet 
items,  total  deductions,  total  risk-based  assets,  total 
tier-1  capital,  total  tier-2  capital,  and  total  capital.  They 
also  disclose  ratios  for  tier-1  and  total  capital.  Subcate¬ 
gory  titles  would  be  included  on  the  pro  formas,  but 
subcategory  amounts  would  be  redacted.  Subcate¬ 
gory  items  include  the  category  components  such  as 
commercial  loans,  demand  deposits,  interest  on  credit 
card  loans,  occupancy  expense,  etc. 

The  submitter  maintains  that  both  pieces  of  information 
should  be  kept  confidential.  It  chose  to  appeal  to  the 
Comptroller  rather  than  notifying  OCC  of  an  intent  to 
seek  judicial  relief  at  this  time.  The  submitter  prefers 
that  final  agency  action  be  taken  by  the  Comptroller 
because  of  the  policy  implications,  procedural  due 
process  considerations,  and  the  particular  facts  of  this 
situation.  The  submitter  also  believes  the  requester,  its 
only  bank  competitor,  is  seeking  the  information  for 
purely  competitive  reasons.  Further,  it  believes  the  re¬ 
quired  detailed  objection  is  a  difficult  task  since  any¬ 
thing  in  the  objection  letter  may  itself  be  subject  to  FOIA 
disclosure. 

The  town  is  small,  with  few  customers  and  creditors. 
Therefore,  even  though  names  are  not  used  in  the  pro 
formas,  the  submitter  believes  the  figures  could  be 
used  to  deduce  who  these  creditors  and  customers 
are.  This  would  lead  to  an  unfair  competitive  advantage 
for  the  requester.  The  submitter  believes  it  received 
assurances  from  the  OCC  district  office  that  information 
which  was  marked  confidential,  and  kept  in  a  confiden¬ 


tial  section,  would  remain  confidential.  The  OCC  district 
analyst  responsible  for  processing  this  application  ac¬ 
knowledges  that  discussion.  However,  he  also  told  the 
submitter  that  OCC’s  disclosure  officer  would  need  to 
examine  the  material  designated  confidential  and 
make  a  determination,  if  the  documents  were  sought 
under  FOIA.  The  submitter  poses  no  objection  to  OCC’s 
verbal  disclosure  of  the  president/CEO’s  name.  How¬ 
ever,  it  objects  to  the  release  of  the  actual  letter  which 
discusses  the  proposed  president/CEO.  The  Chief 
Counsel's  Office  noted  that  such  a  verbal  disclosure  is 
not  what  is  mandated  by  the  FOIA.  FOIA  requires  the 
release  of  records,  not  the  provision  of  answers  by  the 
agency  ( Fritz  v.  IRS ,  862  F.  Supp.  234,  236,  W.D.  Wis. 
1994).  Consequently,  OCC  is  compelled  to  release  the 
identification  of  the  president/CEO  as  set  out  in  the 
letter. 

Discussion 

The  primary  objective  of  the  FOIA  is  to  promote  greater 
public  access  to  information  held  by  the  government. 
It  reflects  a  general  philosophy  of  full  agency  disclosure 
unless  information  is  exempted  under  clearly  deline¬ 
ated  statutory  language.  The  OCC’s  guidance  with 
respect  to  public  disclosure  of  information  is  found  in 
12  CFR  4  —  Description  of  Office,  Procedures,  Public 
Information.  The  FOIA  provides  an  exception  to  its 
disclosure  requirements  in  5  U.S.C.  552(b)(4).  This 
exception  is  discussed  in  OCC’s  rule  at  4.16(b).  Para¬ 
graph  4  defines  this  type  of  exempted  material  as  “a 
record,  or  portion  thereof,  which  is  privileged  or  con¬ 
tains  trade  secrets  and  commercial  or  financial  infor¬ 
mation  which  relates  to  the  business,  personal,  or 
financial  affairs  of  any  person  and  is  furnished  in  con¬ 
fidence.” 

At  the  time  of  the  requester’s  appeal,  the  confidential 
portion  of  the  bank’s  charter  application  was  supported 
only  by  the  applicants’  prima  facie  assertion  of  the 
documents’  confidentiality.  OCC’s  policies  allow  a  con¬ 
fidential  designation  of  the  CEO’s  identity  only  until 
preliminary  charter  approval  is  granted  ( Comptroller's 
Manual  for  Corporate  Activities ,  Policies  &  Procedures, 
Vol.  1,  Jan.  1992,  at  2).  Although  the  confidential  des¬ 
ignation  in  this  case  appears  consistent  with  OCC’s 
chartering  rules,  a  greater  responsibility  is  placed  on  a 
submitter  of  confidential  information  if  the  OCC  re¬ 
ceives  a  FOIA  request  for  that  information.  OCC’s  rule 
at  12  CFR  4.18(d)  requires  a  submitter  who  desires 
confidential  treatment  to  submit  a  detailed  statement  of 
objection  to  disclosure.  The  submitter  has  the  burden 
of  supplying  the  agency  with  relevant  facts  to  prove  the 
likelihood  that  substantial  competitive  harm  would  re¬ 
sult  to  the  submitter  from  disclosure  of  the  information 
( Lykes  Bros.  S.S.  Co.,  Inc.  V.  Pena ,  1993  U.S.  Dist. 
LEXIS  20279,  D.D.C.  Sept  2,  1993).  OCC  views  its 
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ability  to  consider  continued  confidential  treatment  of 
such  documents  as  dependent  on  the  submitter's  pres¬ 
entation  of  an  adequate  statement  supporting  confi¬ 
dentiality.  The  bank  must  show  by  specific  factual 
evidentiary  material,  not  conclusory  or  generalized  al¬ 
legations,  that  substantial  competitive  injury  would 
likely  result  from  disclosure  ( Sharyland  Water  Supply 
Corp.  1/  Block ,  755  F.2d  397, 399  (5th  Cir.)  Cert.  Denied ; 
471  U.S.  1137,  1985).  Even  where  “specific  worries  are 
posited”  by  the  submitter,  the  showing  will  be  inade¬ 
quate  if  “...none  [of  the  worries]  are  more  than  general 
and  conclusory  allegations  that  harm  may  result,  and 
[if]  none  detail  with  any  specificity  how  or  what  kind  of 
competitive  harm  could  result  from  disclosure  of  the 
redacted  (emphasis  added)  versions  of  the  docu¬ 
ments”  ( Lykes  Bros.  Supra ,  at  *20). 

Conclusion 

The  ombudsman  concurred  with  the  Chief  Counsel’s 
Office  that  OCC  should  make  partial  release  of  the  pro 
formas.  He  fully  appreciated  the  submitter’s  concerns 
regarding  the  confidentiality  of  this  information  and  the 
competitive  pressures  facing  the  bank.  However,  the 
submitter  did  not,  in  his  opinion,  provide  the  OCC  an 
adequate  basis  which  meets  the  legal  standard  upon 
which  to  withhold  the  summary  totals  and  subcategory 
titles.  The  Ombudsman  also  concluded  that  the  letter 
identifying  the  CEO  should  be  released  in  its  entirety. 
OCC’s  grant  of  preliminary  approval  of  the  charter 
expired  and  no  exemptions  exist  to  protect  the  identity 
of  the  CEO.  Therefore,  the  agency  has  no  basis  upon 
which  to  retain  this  part  of  the  letter  as  confidential. 

The  submitter  also  argues  that  OCC  should  maintain 
the  confidentiality  of  the  documents  because  of  the 
policy  implications,  procedural  due  process  considera¬ 
tions,  and  the  particular  facts  of  this  situation.  However, 
the  fact  that  exemption  4  is  not  applied  by  the  agency 
in  this  case  has  no  precedential  significance  as  to  the 
application  or  nonapplication  of  the  exemption  to  any 
other  FOIA  request  (4.16(c)). 

Case  3:  Appeal  of  Violations  of  Law 

A  formal  appeal  was  received  concerning  three  violations 
of  law  cited  in  the  bank’s  previous  report  of  examination 
(ROE)  Each  violation  will  be  discussed  separately. 

Violation  1 :  Legal  Lending  Limit  with  Regard  to  a 
Participation  Agreement 

The  first  alleged  violation  was  cited  under  1 2  U.S. C.  84 
and  12  CFR  32,  the  law  and  regulation  governing 
lending  limits  12  U  S  C  84  Total  Loans  and  Exten¬ 
sions  of  Credit,  states  the  following: 


The  total  loans  and  extensions  of  credit  by  a 
national  banking  association  to  a  person  out¬ 
standing  at  one  time  and  not  fully  secured  as 
determined  in  a  manner  consistent  with  para¬ 
graph  (2)  of  this  subsection,  by  collateral  having 
a  market  value  at  least  equal  to  the  amount  of  the 
loan  or  extension  of  credit  shall  not  exceed  1 5  per 
centum  of  unimpaired  surplus  of  the  association. 

According  to  12  CFR  32.107(a)  -  Sale  of  Loan  Partici¬ 
pations  (as  it  was  in  effect  at  the  time  of  the  transaction): 

When  a  bank  sells  a  participation  in  a  loan  or 
extension  of  credit,  including  the  discount  of  a 
bank’s  own  acceptance,  that  portion  of  the  loan 
that  is  sold  on  a  nonrecourse  basis  will  not  be 
applied  to  the  bank’s  lending  limits.  In  order  to 
remove  a  loan  or  extension  of  credit  from  a  bank’s 
lending  limit,  a  participation  must  result  in  a  pro 
rata  sharing  of  credit  risk  proportionate  to  the 
respective  interests  of  the  originating  and  partici¬ 
pating  lenders.  This  is  so  even  where  the  partici¬ 
pation  agreement  provides  that  repayment  must 
be  applied  first  to  the  shares  sold.  In  that  case, 
the  pro  rata  sharing  may  only  be  accomplished  if 
the  agreement  also  provides  that,  in  case  of  a 
default  or  comparable  event  defined  in  the  agree¬ 
ment,  participants  shall  share  in  all  subsequent 
repayments  and  collections  in  proportion  to  the 
percentage  of  participation  at  the  time  of  the 
occurrence  of  the  event. 

The  write-up  in  the  ROE  of  the  above  violation  of  law 

states  the  following: 

A  legal  lending  limit  violation  was  included  in  the 
ROE  under  the  above  cites  because  the  bank  sold 
a  participation  on  the  day  a  loan  originated  using 
a  participation  agreement  that  did  not  require  a 
pro  rata  sharing  of  risk  in  the  case  of  default. 
Instead,  the  bank’s  participation  agreement  gives 
the  purchaser  the  right  to  have  proceeds  distrib¬ 
uted  on  a  pro  rata  basis. 

The  bank’s  response  to  the  ROE  included  the  following: 

The  board  of  directors  respectfully  disagrees  with 
the  examiners’  opinion  that  this  is  a  violation  of  law. 
The  participation  agreement  has  been  in  use  by  the 
bank  since  1990.  The  OCC  has  reviewed  participa¬ 
tions  sold  (i.e. ,  another  borrower)  during  prior  exten¬ 
sive  examinations,  although  the  purported  wording 
problem  within  the  agreement  was  never  identified. 

As  a  means  of  resolving  differences,  Paragraph  9 
of  the  participation  agreement  has  been  revised. 
The  revised  paragraph  was  mailed  to  an  OCC 
attorney  by  the  bank’s  attorney. 
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In  the  OCC's  response  to  the  bank's  response  the 
following  was  said: 

The  board  disagrees  with  this  violation,  stating 
that  the  participation  agreement  has  been  used 
by  the  bank  since  1990.  This  violation  was 
discussed  between  bank  counsel  and  an  OCC 
attorney.  As  a  result,  corrective  action  was  taken 
on  the  loan.  In  further  review  of  the  bank’s  loans, 
the  OCC  found  that  the  participation  agreement 
with  the  other  borrower  (listed  in  the  bank’s 
response)  also  contains  the  inappropriate  lan¬ 
guage. 

The  participation  agreement  contains  the  following  lan¬ 
guage: 

1.  The  Participant  shall  not  be  obligated  to  purchase 
participations  in  loans.  If  it  purchases  any  participa¬ 
tions,  the  Participant  shall  participate  and  share  pro¬ 
portionately  with  the  Originator  in  each  loan  in  which 
it  participates.  The  Participant’s  proportionate  share 
of  any  loan  at  any  time  shall  be  determined  by 
dividing  the  principal  amount  of  its  participation  by 
the  total  principal  amount  of  such  loan  then  outstand¬ 
ing.  Except  as  provided  in  paragraphs  two  and  three, 
the  participant  shall  share  proportionately  in  any  pay¬ 
ments  received  from  a  borrower  with  respect  to  a  loan 
and  shall  be  proportionately  secured  by  any  collateral 
and  the  provisions  of  any  notes  and  related  agree¬ 
ments  and  documents.  The  proceeds  of  any  collec¬ 
tion,  liquidation  or  disposition  of  collateral  securing 
any  loan  shall  (after  making  any  lawful  allowance  for 
expenses)  be  applied,  first,  to  the  payment  of  interest 
on  such  loan  and  next  to  payment  of  the  principal  of 
such  loan. 

This  language  in  itself  is  clear  and  provides  for  a  pro 
rata  sharing  of  risk.  However,  other  provisions  of  the 
agreement  are  relevant. 

2.  If  this  X  is  checked,  so  long  as  no  Event  of 
Termination  has  occurred  and  is  continuing  un¬ 
der  the  terms  of  a  particular  loan,  any  payments 
received  from  or  for  the  account  of  the  borrower 
that  are  in  excess  of  amounts  needed  to  pay 
interest  on  such  loan  shall  be  paid  to  the  Partici¬ 
pant  and  shall  reduce  its  proportionate  share. 

Paragraph  number  15  states,  “The  term  ‘Event  of 
Termination’  means,  as  to  any  loan,  the  earliest  of  the 
following  events:  (i)  the  occurrence  of  any  event  of 
default  as  defined  in  the  Loan  Documents  evidencing 
that  loan;  (ii)  demand  for  payment  of  that  loan;  (iii) 
commencement  of  foreclosure  or  repossession  of 
any  collateral  securing  that  loan." 


Therefore,  prior  to  default,  a  LIFO  schedule  has  been 
established  with  respect  to  payments  received  that 
exceed  the  amount  of  interest  owed.  This  provision  is 
consistent  with  a  pro  rata  sharing  of  risk  since  the  LIFO 
schedule  is  permitted  only  until  the  loan  goes  into 
default.  As  a  general  matter,  payments  may  be  allo¬ 
cated  in  any  manner  agreed  to  by  the  parties  prior  to 
default,  but  any  loss  must  be  shared  on  a  pro  rata  basis 
once  the  loan  is  in  default. 

Paragraph  1  of  the  participation  agreement  clearly 
defines  a  pro  rata  sharing  agreement  except  as  pro¬ 
vided  in  paragraphs  2  and  3.  Paragraph  2,  which  was 
executed,  states  that  as  long  as  no  event  of  termination 
has  occurred  any  payments  received  from  or  for  the 
account  of  the  borrower  that  are  in  excess  of  amounts 
needed  to  pay  interest  on  such  loan  shall  be  paid  to  the 
participant  and  shall  reduce  its  proportionate  share. 
This  is  written  in  accordance  with  the  regulation,  as 
stated  above.  Paragraph  3  discusses  the  loan  docu¬ 
ments  which  will  be  provided  to  the  participant  and  is 
not  relevant  to  the  pro  rata  issue.  Paragraph  9  of  the 
participation  agreement  somewhat  clouds  the  pro  rata 
agreement.  It  states: 

9.  After  an  Event  of  Termination  (as  defined  in  para¬ 
graph  15),  the  Participant  shall  have  the  right: 

(i)  to  request  by  written  notice  to  the  Origi¬ 
nator,  that  any  payments,  collections,  and 
proceeds  of  collateral  for  the  related  loan  be 
applied  to  the  payment  of  such  loan  (if  such 
payments,  collections  and  proceeds  are  so 
applied,  then,  subject  to  final  payment 
thereof,  the  Originator  shall  promptly  remit 
to  the  Participant  the  amount  of  the  Partici¬ 
pant’s  proportionate  share  thereof  or  apply 
such  amount  in  payment  of  any  amounts 
which  may  be  due  to  the  Originator  from  the 
Participant); 

(ii)  if  it  holds,  alone  or  together  with  other 
Participants,  more  than  50  percent  of  a  loan, 
to  direct  (acting  alone  or  with  such  other 
Participants)  that  the  Originator  declare  de¬ 
fault  under  the  Loan  Documents  evidencing 
that  loan,  exercise  collection  rights  with  re¬ 
spect  to  any  collateral  for  that  loan  and 
foreclose  against  or  accept  a  transfer  in  lieu 
of  foreclosure  of  such  collateral;  and, 

(iii)  prospectively  revoke  by  written  notice  to 
the  Originator,  the  powers  and  authorities 
granted  to  the  Originator  in  paragraph  7,  but 
only  with  respect  to  and  to  the  extent  of  the 
Participant’s  participation  in  that  loan.  Not- 
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withstanding  such  revocation,  the  Originator 
shall  thereafter  have  the  power,  authority 
and  privilege  (but  not  the  duty)  to  complete, 
or  to  initiate  and  complete,  any  act  which  the 
Originator  had  initiated  or  become  commit¬ 
ted  for,  at  or  prior  to  the  time  of  receipt  of 
such  notice,  or  any  act  which  in  its  opinion 
might  if  omitted  or  abandoned  expose  the 
Originator  to  any  risk  of  legal  liability.  Such 
revocation  shall  not  effect  or  impair  the 
Originator's  right  to  act  in  its  own  interest  or 
in  the  interest  of  any  of  the  other  participants 
in  such  loans. 

The  above  paragraph  somewhat  clouds  the  pro  rata 
agreement. 

The  ombudsman  agrees  that  Paragraph  9  of  the  par¬ 
ticipation  agreement  is  not  clear.  The  ambiguity  centers 
around  whether  the  word  “loan,"  prior  to  the  parentheti¬ 
cal  phrase,  is  in  reference  to  the  entire  extension  of 
credit  or  just  the  participation  purchased.  In  an  attempt 
to  understand  the  bank’s  interpretation  of  the  participa¬ 
tion  agreement,  the  ombudsman  requested  documen¬ 
tation  on  any  loans  that  defaulted  under  the  same 
participation  agreement.  The  ombudsman  planned  to 
review  the  manner  in  which  the  participant  had  been 
treated  in  the  event  of  default.  However,  the  bank  did 
not  have  any  defaults  on  loans  using  this  particular 
participation  agreement. 

Due  to  the  ambiguous  language  in  the  participation 
agreement  and  his  inability  to  know  the  true  intent  of  the 
language  in  Paragraph  9,  the  ombudsman  does  notfeel 
certain  that  a  violation  of  law  has  occurred.  Therefore 
the  violation  will  not  be  cited.  The  bank’s  decision  to 
reword  the  participation  agreement  to  remove  any  am¬ 
biguity  in  the  document  is  consistent  with  safe  and 
sound  banking  practices  and  will  provide  a  safeguard 
for  both  the  bank  and  future  participants. 

Violation  2:  Legal  Lending  Limit  with  Regard  to 
Combining  Loans  to  Separate  Borrowers 

The  second  violation  of  law  was  cited  under  12  U.S.C. 
84(a)(  1 ) —  Total  Loans  and  Extensions  of  Credit,  and 
12  CFR  32.5(a)(1)(i)  —  Combining  Loans  to  Separate 
Borrowers.  According  to  the  relevant  passage  of  the 
law: 

The  total  loans  and  extensions  of  credit  by  a 
national  banking  association  to  a  person  out¬ 
standing  at  one  time  and  not  fully  secured,  as 
determined  in  a  manner  consistent  with  para¬ 
graph  (2)  of  this  subsection,  by  collateral  having 
a  market  value  at  least  equal  to  the  amount  of  the 
loan  or  extension  of  credit  shall  not  exceed  1 5  per 


centum  of  the  unimpaired  capital  and  unimpaired 
surplus  of  the  association. 

The  regulation  states  the  following: 

General  Rule.  Loans  or  extensions  of  credit  to  one 
person  will  be  attributed  to  other  persons,  for 
purposes  of  this  part,  when  (I)  the  proceeds  of  the 
loans  or  extensions  of  credit  are  to  be  used  for  the 
direct  benefit  of  the  other  person  or  persons. 

Nine  instances  were  cited  where  the  bank  violated  the 
above  legal  lending  limit  statute  on  one  credit  relation¬ 
ship.  The  first  six  cites  were  a  loan  to  one  company, 
where  participations  were  being  bought  and  sold.  The 
calculations  provided  in  the  examiners’  write-up  de¬ 
ducted  an  Ineligible  Intangible,  goodwill  the  bank  ac¬ 
quired  after  the  purchase  of  a  failed  institution.  The  last 
three  instances  cited  included  a  combination  of  the 
loan  to  the  company  and  a  loan  to  an  individual. 

The  bank's  response  to  the  ROE  states  that  the  board 
agrees  with  three  of  the  nine  legal  lending  limit  viola¬ 
tions.  The  bank  does  not  agree  with  four  of  the  six 
violations  that  involved  the  individual  company  and  that 
derived  from  the  bank  including  the  goodwill  it  received 
at  the  time  of  purchase  of  a  failed  bank  in  its  capital 
figures.  The  bank’s  reply  goes  on  to  state  that: 

According  to  12  CFR  3,  Appendix  A,  footnote  6, 
“The  OCC  may  not  require  national  banks  to  de¬ 
duct  goodwill  thatthey  acquire,  or  have  previously 
acquired,  in  connection  with  supervisory  mergers 
with  problem  or  failed  depository  institutions. 
Generally,  this  determination  will  be  made  by  the 
OCC  on  a  case-by-case  basis  at  the  time  of  the 
merger  approval.” 

At  the  time  of  the  loans  in  question,  Appendix  A  to  Part 
3  was  relevant  only  to  the  determination  of  the  capital 
adequacy  of  the  bank.  At  that  time,  Appendix  A  was  not 
the  calculation  used  to  determine  capital  for  the  bank’s 
lending  limit  or  for  other  statutory  purposes.  In  setting 
forth  the  determination  of  capital  for  statutory  purposes, 
12  CFR  3.1(c)(1)  defines  surplus  as  the  sum  of  capital 
surplus;  undivided  profits;  reserves  for  contingencies 
and  other  capital  reserves  (excluding  accrued  divi¬ 
dends  on  perpetual  and  limited  life  preferred  stock);  net 
worth  certificates  issued  pursuant  to  12  U.S.C.  1823(1); 
minority  interests  in  consolidated  subsidiaries;  and  al¬ 
lowances  for  loan  and  lease  losses;  minus  intangible 
assets.  Therefore,  it  was  never  an  option  for  the  OCC 
to  allow  the  bank  to  include  goodwill  in  its  calculation 
of  the  legal  lending  limit. 

In  reference  to  combining  the  company  debt  with  that 
of  an  individual,  the  write-up  states: 
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A  violation  occurred  when  the  bank  advanced 
money  to  an  individual.  The  individual  then  lent 
the  funds  to  the  company  to  buy  land.  According 
to  12  CFR  32.5(a)(1)(l),  loans  to  one  person  are 
attributed  to  another  when  the  proceeds  of  the 
loan  are  used  for  the  direct  benefit  of  another.  As 
the  loan  to  the  individual  directly  benefited  the 
company,  the  loans  are  combined  for  lending  limit 
purposes. 

The  ombudsman  reviewed  the  combination  of  the  com¬ 
pany  loan  with  the  individual  loan  and  concluded  that 
the  loans  should  be  combined  for  legal  lending  limit 
purposes,  because  the  loan  to  the  individual  directly 
benefited  the  company. 

Based  on  the  above  discussion  and  conclusions,  the 
violation  was  correctly  cited  in  the  ROE. 

Violation  3:  Loans  to  Executive  Officers  of  Banks  — 
Preferential  Terms  Prohibited 

The  third  violation  of  law  was  cited  under  the  following 
laws  and  regulation: 

12  USC  375a(1)(b)  -  General  Prohibition;  Authoriza¬ 
tion  for  Extension  of  Credit;  Conditions  for  Credit 

Except  as  authorized  under  this  section,  no  mem¬ 
ber  bank  may  extend  credit  in  any  manner  to  any 
of  its  own  executive  officers.  No  executive  officer 
of  any  member  bank  may  become  indebted  to 
that  member  bank  except  by  means  of  an  exten¬ 
sion  of  credit  which  the  bank  is  authorized  to  make 
under  this  section.  Any  extension  of  credit  under 
this  section  shall  be  promptly  reported  to  the 
board  of  directors  of  the  bank,  and  may  be  made 
only  if  — 

(B)  it  is  on  terms  not  more  favorable  than 
those  afforded  other  borrowers; 

12  USC  375b(2)(A)  -  Preferential  Terms  Prohibited 

A  member  bank  may  extend  credit  to  its  executive 
officers,  directors,  or  principal  shareholders,  or  to 
any  related  interest  of  such  a  person,  only  if  the 
extension  of  credit  — 

(A)  is  made  on  substantially  the  same 
terms,  including  interest  rates  and  collat¬ 
eral,  as  those  prevailing  at  the  time  for 
comparable  transactions  by  the  bank  with 
persons  who  are  not  executive  officers, 
directors,  principal  shareholders,  or  em¬ 
ployees  of  the  bank; 


12  CFR  215.4(a)(1)  -  General  Prohibitions 

(a)  Terms  and  creditworthiness.  No  member  bank 
may  extend  credit  to  any  of  its  executive  officers, 
directors,  or  principal  shareholders  or  to  any  re¬ 
lated  interest  of  that  person  unless  the  extension 
of  credit: 

( 1 )  Is  made  on  substantially  the  same  terms 
(including  interest  rates  and  collateral)  as, 
and  following  credit  underwriting  proce¬ 
dures  that  are  not  less  stringent  than,  those 
prevailing  at  the  time  for  comparable  trans¬ 
actions  by  the  bank  with  other  persons  that 
are  not  covered  by  this  part  and  who  are  not 
employed  by  the  bank; 

12  CFR  215.5(d)(2)  -  Additional  Restrictions  on  Loans 
to  Executive  Officers  of  Member  Banks 

(d)  Any  extension  of  credit  by  a  member  bank  to 
any  of  its  executive  officers  shall  be: 

(2)  In  compliance  with  the  requirements  of 
215.4(a)  of  this  part; 

The  write-up  in  the  ROE  of  the  alleged  violation  of  law 
states  the  following: 

The  bank  renewed  two  loans  to  the  chairman  of 
the  board  on  preferential  terms.  These  non-resi- 
dential  loans  were  originally  extended  with  a  vari¬ 
able  interest  rate  at  national  prime.  The  loans  are 
unsecured  and  do  not  have  a  structured  repay¬ 
ment  plan.  The  chairman’s  financial  condition  no 
longer  warrants  these  terms.  The  bank  was  not 
able  to  provide  documentation  showing  a  compa¬ 
rable  transaction  with  a  non-insider. 

During  the  exit  meeting,  the  bank  provided  a  list 
of  other  borrowers  who  have  loans  at  the  prime 
rate.  Flowever,  these  loans  are  not  comparable  for 
one  or  more  of  the  following  reasons:  stronger  finan¬ 
cial  condition;  higher  internal  risk  ratings;  secured; 
or  on  an  established  repayment  program. 

The  bank’s  response  to  the  ROE  stated  the  following, 

During  January  1994,  a  comparable  credit  was 
“Another  Borrower."  The  OCC  examiners  were 
shown  this  credit  during  the  September  15,  1994 
Exit  Meeting;  however,  they  stated  it  was  not  a 
comparable  loan.  The  bank  and  the  Board  of 
Directors  strongly  disagree  with  the  opinion  of  the 
examiners.  "Another  Borrower"  was  a  risk  rated  2 
credit  with  1992  wages  of  $137M  and  was  an 


unsecured  borrower.  His  $120M  term  note  called 
for  annual  principal  payments  of  $12M  and  semi¬ 
annual  interest  payments.  “Another  Borrower's” 
$50M  revolver  set  forth  semi-annual  interest 
payments.  The  main  difference  between  the 
COB’s  and  "Another  Borrower’s”  situation  at  the 
bank  is  the  COB  has  a  depository  relationship 
and  “Another  Borrower”  has  none.  COB  main¬ 
tained  average  depository  balance  of  approxi¬ 
mately  $200M. 

In  the  OCC's  response  to  the  bank’s  response  the 
following  was  stated, 

You  state  that  you  do  not  believe  a  violation  of  the 
above  cites  has  occurred.  You  offer  the  “Another 
Borrower"  credit  as  an  example  of  a  comparable 
loan  for  COB’s  loans.  We  have  determined  that 
“Another  Borrower’s”  credit  is  not  comparable  to 
COB’s  credit.  "Another  Borrower”  credit  quality 
differs  from  COB.  “Another  Borrower’s”  note  re¬ 
quires  annual  principal  payments  of  $12M/year 
and  semi-annual  interest  payments.  COB’s  loans 
had  no  scheduled  principal  payments  and  only 
required  semi-annual  interest  payments.  “Another 
Borrower’s”  credit  was  internally  rated  “1.”  You 
have  noted  that  COB’s  credit  was  rated  “2"  at  the 
time  of  renewal.  In  addition,  "Another  Borrower’s” 
leverage  position  of  .09  was  less  than  COB’s.” 

In  turn,  the  bank  responded,  stating: 

The  Board  disagrees  with  the  OCC's  assessment 
of  the  two  credits.  First,  Attachment  1  to  the  OCC 
response  was  dated  June  1 993,  which  was  based 
upon  1992  financial  information.  “Another  Bor¬ 
rower’s”  and  COB’s  December  1993  financial 
statements  both  reflect  leverage  positions  that 
risk  rate  1  on  the  worksheets.  Therefore,  the 
OCC’s  comment  “"Another  Borrower’s”  leverage 
position  of  .09  was  less  than  COB"  has  no  sub¬ 
stance." 

During  the  exit  meeting  with  the  examiners  the  bank 
supplied  the  examiners  with  a  list  of  six  loans  that  the 
bank  felt  were  comparable.  On  the  list  the  bank  foot¬ 
noted  that  the  COB  maintained  $1 40M  on  deposit  at  the 
bank. 

The  Ombudsman’s  Office  requested  the  average  bal¬ 
ances  maintained  by  the  six  comparable  borrowers  at 
the  time  the  violation  was  cited.  Four  of  the  six  borrow¬ 
ers  did  not  maintain  a  deposit  account  at  the  bank,  one 
borrower  maintained  an  average  balance  of  $3M  and 
one  borrower  maintained  an  average  balance  of 
$1 1 1M  The  loan  to  the  individual  who  maintained  the 
Si  1 1M  balance  only  totaled  S14M  versus  the  COB's 


debt  of  approximately  $170M.  Due  to  the  amount  of 
debt  outstanding  the  ombudsman  did  not  feel  that  the 
two  debts  were  comparable. 

In  reviewing  the  “Another  Borrower’s"  debt,  whom  the 
bank  felt  was  most  comparable,  the  ombudsman  re¬ 
viewed  the  four  aspects  listed  in  the  violation  as  rea¬ 
sons  why  the  loans  are  not  comparable  (i.e.,  stronger 
financial  condition;  higher  internal  risk  ratings;  secured; 
or  on  an  established  repayment  program).  In  addition, 
there  was  another  loan  which  the  ombudsman  felt  was 
somewhat  comparable,  so  the  same  four  features  were 
reviewed  on  that  loan  as  well.  While  the  ombudsman 
did  not  feel  that  either  of  the  two  borrowers  reviewed 
were  exactly  comparable,  he  did  see  similarities.  Each 
of  the  credits  has  a  “high”  credit  grade  with  one  of  the 
non-insider  borrowers  having  an  internal  risk  rating  of 
“1"  and  the  other  non-insider  and  the  COB  debt  each 
risk-rated  a  “2.”  Each  of  the  two  non-insider  borrowers 
was  on  a  set  repayment  plan  that  would  amortize  the 
debt  over  a  reasonable  period  of  time.  The  chairman’s 
debt  was  not  on  a  set  repayment  plan.  Neither  of  the 
non-insider  borrowers  had  a  deposit  relationship  with 
the  bank. 

In  reviewing  all  aspects  of  the  non-insider  credits, 
the  ombudsman  felt  the  greatest  difference  was  the 
lack  of  an  established  repayment  plan.  However, 
the  ombudsman  feels  that  the  lack  of  an  estab¬ 
lished  repayment  plan,  as  a  point  of  preference,  is 
somewhat  mitigated  by  the  deposit  balances  the 
chairman  maintains  at  the  bank.  If  deposit  bal¬ 
ances  are  included  in  making  pricing  decisions, 
documentation  evidencing  this  should  be  con¬ 
tained  in  the  file  at  the  time  each  loan  is  granted. 
Since  two  loans  are  rarely  exactly  the  same,  the 
statute  provides  for  a  judgmental  window  of  flexi¬ 
bility  in  comparing  credits  to  be  “on  substantially 
the  same  terms.”  Although  there  are  some  differ¬ 
ences  between  the  non-insider  borrowers  and  the 
COB,  they  are  not  substantial  enough  to  conclude 
that  the  COB’s  extensions  of  credit  are  preferential. 
Further,  the  ombudsman  did  not  find  evidence  that 
these  loans  represented  an  attempt  by  the  COB  to 
abuse  his  position  as  an  insider  of  the  bank.  There¬ 
fore,  the  violation  of  law  will  not  be  cited. 

Although  the  terms  of  two  loans  are  seldom  exactly  the 
same,  it  is  imperative  that  a  bank  avoid  the  appearance 
of  preferential  insider  lending.  A  comprehensive  as¬ 
sessment  of  compliance  with  applicable  statutes,  in¬ 
cluding  all  insider  related  laws  and  regulations,  should 
be  an  integral  part  of  the  underwriting  process  when 
lending  to  bank  insiders. 

The  bank's  decision  to  place  the  COB’s  debt  on  a  defined 
repayment  plan  represents  a  sound  banking  practice. 


28 


Case  4:  Appeal  of  Violation  of  Law 

Background 

A  bank  appealed  to  the  ombudsman  for  relief  from  cited 
violations  of  1 2  U.S.C.  29  in  a  recent  report  of  examina¬ 
tion.  Beginning  in  1 985,  the  bank  foreclosed  on  several 
tracts  of  real  estate.  When  the  real  estate  was  sold  by 
the  bank,  a  percent  of  the  mineral  interests  was  retained 
in  an  effort  to  recover  loan  losses.  The  loans  had 
collective  losses  of  approximately  $1  million.  The  bank 
is  currently  recovering  approximately  $2,000  per  month 
from  the  mineral  interests  retained  by  the  bank.  To  date, 
the  bank  has  recovered  $184,000,  or  approximately  18 
percent. 

Discussion 

The  mineral  interests  are  real  estate  under  applicable 
Texas  law.  See  e.g.,  TEX  BUS.  &  COM.  CODE  ANN.  § 
9.319(1995);  Hager  v.  Stakes ,  294S.W.835  (Tex.  1927); 
Sheffield  v.  Hogg ,  77  S.W.2d  1021  (Tex.  1934);  McBride 
v.  Hutson,  306  S.W.2d  888  (Tex.  1957).  As  such,  they 


are  subject  to  the  five  year  holding  period  restriction 
imposed  by  12  U.S.C.  29.  Upon  application  by  the 
bank,  the  OCC  may  approve  the  bank's  continued 
possession  of  real  estate  mortgaged  to  it  as  security  for 
debts  previously  contracted  for  a  period  longer  than 
five  years,  but  not  to  exceed  an  additional  five  years. 
The  10-year  holding  period  has  expired  for  the  proper¬ 
ties  acquired  in  1985.  With  regard  to  the  remaining 
properties,  it  is  possi  ble  for  the  OCC  to  grant  extensions 
of  the  holding  period,  if  ( 1 )  the  bank  has  made  a  good 
faith  attempt  to  dispose  of  the  properties  within  the  five 
year  period,  or  (2)  disposal  within  that  period  would  be 
detrimental  to  the  bank. 

Conclusion 

The  ombudsman  decided  that  the  violations  of  law 
cited  in  the  report  of  examination  were  valid.  He  ad¬ 
vised  the  bank  to  work  with  its  supervisory  office  to 
develop  a  plan  for  ultimate  disposition  of  the  mineral 
interests  which  will  enable  it  to  maximize  its  recovery  of 
these  charged-off  assets. 


29 


Speeches  and  Congresssional  Testimony 


Page 

Of  the  Comptroller  of  the  Currency: 

Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  OCC  Conference  on  Foreign 


Banks  in  the  United  States,  on  the  globalization  of  banking,  Washington,  DC,  July  13,  1995 .  33 

Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  Town  Hall  of  California,  on 
regulatory  reform,  Los  Angeles,  California,  July  24,  1995  .  35 

Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  Subcommittee  on  Banking  and 
Financial  Services,  on  the  Savings  Association  Insurance  Fund,  Washington,  DC,  August  2,  1995 .  43 

Statement  submitted  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  to  the  Subcommittee  on 
Capital  Markets,  Securities,  and  Government  Sponsored  Enterprises  of  the  House  Committee  on 
Banking  and  Financial  Services,  on  Federal  Home  Loan  Banks,  Washington,  DC,  September  25,  1995 .  45 

Remarks  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  Georgetown  University  Center 
for  Business-Government  Relations,  on  supervision  by  risk,  Washington,  DC,  September  26,  1995  ....  49 


Of  the  Senior  Deputy  Comptroller  for  Capital  Markets: 

Remarks  by  Douglas  E.  Harris,  Senior  Deputy  Comptroller  for  Capital  Markets,  before  the  ISDA  North 
American  Regional  Conference,  on  derivatives  sales  practices,  New  York,  New  York,  July  27,  1995  ...  39 


31 


Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  OCC 
Conference  on  Foreign  Banks  in  the  United  States,  on  the  globalization  of 
banking,  Washington,  DC,  July  13, 1995 


I  want  to  welcome  you  this  morning  to  this  conference 
on  foreign  banks  in  the  United  States  —  the  third  in  a 
series  of  conferences  sponsored  by  the  Office  of  the 
Comptroller  of  the  Currency. 

It  has  become  something  of  a  cliche  to  talk  about  the 
globalization  of  banking  and  financial  markets.  But  like 
most  cliches,  this  one  has  a  strong  element  of  truth.  One 
piece  of  evidence  is  the  fact  that  banks  operate  outside 
their  home  countries  to  a  significant  degree  in  all  the 
G-7  countries. 

This  globalization  of  financial  activities  has  led  ines¬ 
capably  to  the  need  for  greater  communication, 
cooperation,  and  coordination  among  supervisors  of 
banks  in  different  countries.  In  recent  years,  much  of 
this  international  consultation  has  been  effectively 
handled  for  bank  supervisors  through  the  Basle  Com¬ 
mittee.  For  securities  concerns,  the  International  Or¬ 
ganization  of  Securities  Commissions  (IOSCO)  has 
been  the  international  focal  point.  Within  the  past 
several  weeks,  the  G-7  ministers  have  heightened  their 
focus  on  the  important  work  of  the  Basle  Committee  and 
IOSCO,  as  reflected  in  the  Halifax  Communique. 

This  renewed  focus  reflects,  in  part,  the  fact  that  tech¬ 
nological  and  computer  advances  have  brought  about 
changes  in  our  domestic  financial  markets  and  the 
kinds  of  financial  products  and  services  banks  provide, 
as  well  as  in  the  operation  of  international  markets. 
These  changes  have  created  new  kinds  of  risks  for 
banks  and  have  made  it  more  important  than  ever  for 
supervisors  to  understand  and  anticipate  problems  in 
the  banking  system  —  before  those  problems  become 
disasters.  And  all  this  has  been  happening  at  precisely 
the  time  foreign  banks  have  expanded  their  activities  in 
the  U.S.  market. 

Because  of  all  these  changes,  U.S.  supervisors  have 
expanded  the  scope  of  their  supervision  to  include 
these  new  kinds  of  products  and  risks.  For  example,  we 
have  worked  closely  with  bank  supervisors  from  other 
nations  on  the  Basle  Committee  to  develop  consistent 
approaches  for  measuring  interest  rate  risk  and  as¬ 
sessing  capital  adequacy  to  protect  against  market 
risks. 

Within  the  next  few  days,  the  Comptroller’s  Office,  the 
Federal  Reserve,  and  the  Federal  Deposit  Insurance 
Corporation  (FDIC)  will  publish  in  the  Federal  Register 
a  proposed  rule  on  capital  requirements  for  the  market 


risks  in  a  bank’s  trading  account.  This  proposal  is 
based  on  a  paper  released  by  the  Basle  Committee  this 
past  April.  The  comments  we  receive  on  our  proposed 
rule  will  be  an  important  part  of  our  discussions  on  this 
topic  at  the  next  Basle  committee  meeting  in  mid-Sep¬ 
tember. 

The  proposal  we  are  publishing  reflects  supervisors 
efforts  to  balance  the  need  to  minimize  regulatory  bur¬ 
den  against  the  need  to  measure  and  protect  against 
market  risk.  The  rule  would  establish  two  alternative 
ways  to  measure  market  risk  —  a  bank’s  own  internal 
value-at-risk  model  (subject  to  specific  constraints  on 
the  parameters  of  that  model),  or  a  standardized  model 
designed  by  the  Basle  Committee. 

We  are  interested  in  hearing  whether  the  standardized 
model  provides  an  accurate  and  effective  measure  of 
market  risk.  We  are  particularly  interested  in  comments 
from  bankers  on  whether  we  have  set  appropriate 
parameters  for  qualifying  internal  models,  and  whether 
those  parameters  would  result  in  capital  requirements 
that  are  significantly  higher  than  those  of  the  standard 
model. 

We  also  encourage  banks  to  comment  on  how  the 
results  of  the  standardized  model  compare  with  those 
of  their  own  models  —  particularly  in  light  of  the 
proposed  multiplier  or  scaling  factor  of  three  that  would 
be  applied  to  internal  models.  This  factor  would  be 
used  to  convert  an  internal  model’s  estimate  of  value- 
at-risk  to  a  capital  requirement.  One  possibility  sug¬ 
gested  by  the  Basle  paper  would  be  to  link  this  scaling 
factor  to  the  accuracy  of  a  bank  s  internal  model  —  that 
is,  a  less  accurate  internal  model  might  require  a  scal¬ 
ing  factor  greater  than  three. 

For  all  these  reasons,  examiners  from  the  Comptroller’s 
Office  are  currently  in  20  national  banks  gathering 
information  on  their  internal  models  and  their  ability  to 
meet  the  requirements  of  the  internal  model  alternative. 

At  the  Comptroller’s  Office,  we  have  devoted  consider¬ 
able  effort  to  making  sure  banks  have  the  ability  to 
measure,  monitor,  and  manage  their  risks  from  new  or 
expanded  capital  markets  operations.  Two  years  ago, 
we  began  providing  more  detailed  guidance  to  banks 
on  derivatives  and  other  capital  market  activities.  We 
have  also  implemented  a  program  of  examinations 
focusing  on  risks  for  large  banks.  Part  of  this  program 
includes  sending  quantitative  analysts  with  our  ex- 
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aminers  to  analyze  interest  rate  and  market  risk 
models  that  the  banks  themselves  use  to  measure 
risk  Based  on  the  feedback  we  have  received  from 
these  banks,  they  appear  to  find  this  new  element  in 
our  examination  useful.  The  growing  integration  of 
foreign  banks  into  the  U.S.  financial  markets  adds 
another  dimension  to  our  supervisory  responsi¬ 
bilities,  and  that  is  why  today’s  conference  is  so 
important.  The  agenda  is  designed  to  help  all  of  us 
gain  a  better  understanding  of  how  foreign  banks 
operate  in  the  United  States,  including  the  challenges 
faced  by  those  banks,  and  the  challenges  we  face  in 
supervising  their  activities. 

We  will  explore  these  issues  in  four  sessions  today.  The 
first  will  be  devoted  to  the  results  of  recent  research 
conducted  by  staff  at  the  Comptrollers  Office  and  the 
Board  of  Governors  of  the  Federal  Reserve  on  foreign 
bank  operations  in  the  United  States. 


In  the  second  session,  you  will  hear  from  the  four 
government  agencies  most  heavily  involved  in  super¬ 
vising  foreign  banks  —  the  Comptroller's  Office,  the 
Federal  Reserve,  the  FDIC,  and  the  banking  depart¬ 
ment  of  New  York  State,  where  the  largest  concentra¬ 
tion  of  U.S.  offices  of  foreign  banks  is  located. 

From  my  standpoint,  this  is  an  invaluable  opportunity 
for  us  to  hear  from  you  what  you  think  we  are  doing  right 
and  where  we  need  to  change  to  make  our  supervision 
more  efficient  and  effective. 

The  third  session  will  focus  on  the  legal  and  regulatory 
framework  that  governs  the  operations  of  foreign  banks 
in  the  U.S.,  as  well  as  looking  at  the  experience  of  a 
U.S.  bank  operating  abroad.  And,  finally,  in  our  con¬ 
cluding  session  this  afternoon,  we  have  asked  four 
senior  financial  figures  to  step  back  and  tell  us  their 
views  of  the  system  as  a  whole. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  Town 
Hall  of  California,  on  regulatory  reform,  Los  Angeles,  California,  July  24,  1995 


This  forum  has  a  deservedly  proud  history  of  bringing 
leaders  of  the  greater  Los  Angeles  community  together 
to  consider  diverse  views  on  issues  of  importance  to 
this  great  state  and  to  the  country  as  a  whole.  The  Town 
Hall  concept  follows  in  the  great  American  tradition  of 
coming  to  grips  with  the  important  issues  of  the  day  by 
sharing  opinions,  listening  to  reason,  and  finding  com¬ 
mon  ground. 

Today,  I  would  like  to  direct  you  away  from  the  front 
page/above-the-fold  topics  of  balancing  the  national 
budget  or  inner  city  crime  to  an  issue  that  is  usually 
buried  a  bit  farther  back  in  the  news.  However,  the  issue 
that  I  would  like  to  address  this  afternoon  is  indeed  the 
focus  of  much  attention  in  Washington  today  and  is 
every  bit  as  important  to  the  well-being  of  you,  your 
families,  Los  Angeles,  and  the  country.  The  issue  I 
would  like  us  to  focus  on  today  is  the  reform  of  the 
regulatory  apparatus  of  the  federal  government. 

I  come  to  this  issue  as  one  who  dealt  with  the  too-often 
convoluted,  complex,  and  counterproductive  federal 
regulatory  structure  when  I  was  an  attorney  in  the 
private  sector.  Now,  of  course,  I  also  have  the  perspec¬ 
tive  of  someone  who  is  responsible  for  administering 
one  segment  of  this  regulatory  framework  —  the  regula¬ 
tions  that  are  designed  to  ensure  the  safety  and  sound¬ 
ness  of  our  banking  system.  In  addressing  the 
important  subject  of  regulatory  reform  generally,  I  will 
draw  upon  my  particular  area  of  experience  —  bank¬ 
ing. 

The  historian  Will  Durant  once  wrote  that  “one  of  the 
lessons  of  history  is  that  nothing  is  often  a  good  thing 
to  do  and  always  a  clever  thing  to  say.”  A  wise  obser¬ 
vation  for  many,  perhaps,  but  probably  questionable 
advice  for  a  Town  Hall  speaker.  It  is  certainly  not  good 
advice  for  a  regulator  —  although  I  know  I  can  always 
get  an  argument  about  that.  Being  a  regulator  these 
days  is  a  lot  like  being  the  nearest  fire  hydrant  to  the 
dog  pound.  You  know  they’ll  have  to  turn  to  you  in  an 
emergency  .  .  .  but  it’s  sure  tough  dealing  with  those 
daily  indignities.  Regulators  have  always  been  the  Rod¬ 
ney  Dangerfields  of  the  federal  bureaucracy,  but  it  is 
particularly  challenging  to  be  a  regulator  in  the  1990s 
in  the  nation’s  capital.  In  fact,  today,  more  than  a  few 
voices  are  urging  regulators  to  do  nothing,  to  get  out  of 
the  way.  All  regulators  —  at  all  levels  of  government  — 
now  face  the  continual  challenge  of  demonstrating  their 
value  to  the  market  and  the  public  good.  Today,  our 
roles  are  being  questioned  and  re-evaluated  as  never 
before. 


But  despite  the  unpopularity  of  regulation  and  the  chal¬ 
lenges  facing  today’s  regulators,  we  cannot  lose  sight  of 
the  necessary  role  of  regulation  in  protecting  the  public 
interest,  ensuring  the  efficiency  and  competitiveness  of 
our  markets,  and  maintaining  confidence  in  our  institu¬ 
tions.  To  eviscerate  this  necessary  role  of  government  is 
to  markedly  diminish  the  quality  of  life  for  all  of  us. 

Moreover,  there  is  an  additional  danger  for  those  of  us 
who  worry  about  the  harm  that  the  heavy  hand  of 
government  can  cause  the  free  market  when  regulation 
is  not  properly  crafted.  I  count  myself  in  this  camp.  All 
of  us  who  worry  about  excessive  regulation  must  also 
be  concerned  about  where  limiting  essential  regula¬ 
tions  —  which  is  today’s  trend  —  will  lead.  I  am  certain 
that  excessive  restrictions  on  regulation  today  would 
cause  the  pendulum  toward  less  burden  to  come 
crashing  back  in  the  direction  of  overregulation  before 
too  long. 

I  am  not  going  to  defend  the  status  quo.  We  not  only 
have  ample  room  to  improve  upon  it,  but  a  duty  to  make 
improvements.  My  purpose  is  to  distinguish  the  baby 
from  the  bathwater,  and  describe  some  principles  for 
moving  forward  responsibly  with  regulatory  reform  in 
the  1990s. 

I  am  not  a  head-in-the-sand  regulator.  I  will  be  the  first 
to  admit  that  the  public  has  plenty  of  good  reasons  to 
doubt  the  efficacy  of  regulation  today.  Government 
regulation  can  get  out  of  hand.  We  have  all  seen  the 
pallet  loads  of  government  regulations  and  been 
shocked  by  government  procurement  procedures  that 
push  the  price  of  a  coffee  maker  close  to  that  of  a  brand 
new  Lexus.  We  have  all  read  the  excruciatingly  painful 
regulatory  anecdotes  in  books  like  The  Death  of  Com¬ 
mon  Sense,  which  sat  on  the  New  York  Times  bestseller 
list  for  dozens  of  weeks,  and  now  sits  on  the  desk  of 
scores  of  politicians  and  regulators  in  Washington, 
including  mine.  But  you  do  not  need  to  read  books. 
Mind-numbing  encounters  with  the  regulatory  system 
occur  far  too  often  in  the  daily  lives  of  our  citizens  and 
our  businesses. 

There  is  no  question  we  need  a  full-scale  review  of  all 
government  rules  to  make  sure  they  aim  at  the  right 
target,  hit  that  target,  and  impose  only  those  costs  on 
the  private  sector  that  are  absolutely  necessary. 

I  am  deeply  committed  to  this  kind  of  reform.  The 
agency  I  am  in  charge  of  has  been  in  the  process  of  a 
top-to-bottom  regulatory  housecleaning  for  the  last  two 
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years,  the  first  review  of  our  rules  and  regulations  in  the 
agency’s  130-year  history,  Anyone  in  the  banking  in¬ 
dustry  who  knows  me,  knows  that  I  have  been  deadly 
serious  about  eliminating  regulatory  nonsense  and  let¬ 
ting  the  free  market  work. 

But  would-be  slayers  of  what  one  southern  governor 
has  called  the  “hydra-headed  dragon  of  over-regula¬ 
tion"  must  take  care  to  aim  carefully.  The  successful 
knight  in  shining  armor  does  not  use  a  shotgun  to  kill 
dragons,  because  he  might  just  hit  the  damsel  —  and 
there  goes  your  happy  ending.  Rather,  it  takes  careful, 
almost  surgical  strikes  to  get  to  the  heart  of  the  problem 
and  to  do  the  job  right.  As  someone  who  has  been 
doing  this  the  past  two  years,  believe  me,  I  know  it  is 
better  done  with  a  scalpel  than  a  shotgun.  That  takes 
more  time  to  get  it  right,  but  simplistic  solutions  are 
rarely  the  answer  to  complex  problems. 

Nonetheless,  I  fear  that  there  is  a  mood  afoot  in 
Washington  that  seems  to  believe  that  the  best  way  to 
address  the  problem  of  over-regulation  is  to  simply  tie 
the  government's  regulatory  process  up  in  knots. 

This  school  of  thought  subscribes  to  the  notion  that  the 
easiest  way  to  reduce  burden  is  either  just  place  a 
moratorium  on  all  regulations  or  force  regulators  to  do 
more  and  more  to  justify  their  actions  —  for  example, 
to  produce  detailed  impact  studies  of  regulatory 
change.  And  some  have  even  suggested  that  we  allow 
regulators  to  be  sued  for  draft  regulations  before  the 
final  product  is  even  out. 

But  what  will  such  gumming  up  of  the  regulatory  works 
really  achieve?  I  would  suggest  it  would  get  us  all 
nowhere  in  the  end  and  only  give  the  public  what  they 
have  made  clear  they  do  not  want  from  their  govern¬ 
ment:  more  delay,  more  waste,  greater  inefficiencies, 
and  ever-increasing  litigation. 

Is  this  what  America  wants  —  an  across-the-board 
shutdown  that  would  stop  regulations  that  are  critical  to 
safety  or  that  would  reduce  burden?  Do  we  really  want 
agencies  to  spend  your  dollars  to  produce  detailed, 
costly  studies  each  time  they  propose  regulations? 
Now,  I  have  to  tell  you  as  an  agency  head  that  requiring 
studies  will  not  stop  regulation,  but  it  will  produce 
increased  cost.  And,  finally,  do  we  really  want  to  en¬ 
courage  more  money  spent  on  lawsuits  and  lawyers? 

Before  we  rush  to  judgment,  and  tie  regulators'  hands 
and  limit  their  abilities  to  serve  the  public  interest,  let  us 
stop  for  a  moment  and  try  to  remember  why  we  have  a 
regulatory  system  in  the  first  place. 

Regulation  in  America  is  not  something  the  stork 
delivered  At  the  core  of  most  regulation  lies  a  legitimate 


public  policy  concern  —  a  shared  public  concern  and 
not  the  province  of  one  political  party  or  philosophy  of 
government  control.  Regulation  arose  simply  because 
no  human  endeavor  is  perfect.  Humankind’s  frailties 
typically  produce  some  byproducts  .  .  .  byproducts 
that  if  left  unchecked  can  do  considerable  harm  to 
someone  or  something.  Our  forefathers,  in  their  wis¬ 
dom,  recognized  that  often  —  with  some  restraint  —  we 
could  limit  the  harm  of  these  endeavors  while,  at  the 
same  time,  reaping  the  lion's  share  of  the  benefits  of  the 
activity  itself.  In  the  process,  we  have  been  able  to 
create  a  better  quality  of  life  in  America. 

Justice  Louis  Brandeis,  earlier  this  century,  capsulized 
the  philosophy  of  our  founding  fathers  when  he  wrote: 
“Regulation  is  essential  to  the  preservation  and 
development  of  competition,  just  as  it  is  necessary  to 
the  preservation  and  best  development  of  liberty.” 
These  are,  indeed,  brilliant  words.  What  Brandeis  is 
saying  is  that  we  cannot  have  free  markets  that  work  if 
we  do  not  have  rules  and  regulations  that  ensure  the 
integrity  of  these  markets,  protecting  them  from  the 
venal  and  the  rapacious. 

The  agency  I  head  —  the  Office  of  the  Comptroller  of 
the  Currency  —  offers  some  instructive  examples  of 
how  regulation  can  serve  the  public  interest.  This  agen¬ 
cy  was  created  because  Americans  of  an  earlier  time 
believed  —  as  most  Americans  still  believe  —  that  the 
strength  and  stability  of  a  nation’s  banks  requires  effi¬ 
cient,  vigilant,  and  reasoned  regulation. 

Americans  of  the  19th  century  were  just  as  suspicious 
of  taxation  and  big  government  as  our  citizens  are 
today  —  maybe  more  so  —  and  that  despite  the  fact 
that  Marconi  had  yet  to  invent  talk  radio.  But  they  were 
willing  to  make  an  exception  —  at  both  the  federal  and 
state  levels  —  where  banks  were  concerned.  When 
Alexander  Hamilton’s  First  Bank  of  the  United  States  fell 
victim  to  the  political  intrigues  of  his  time,  the  states 
quickly  filled  the  void,  and  each  of  them  undertook  to 
supervise  the  banks  organized  under  their  state  laws. 
But  the  states  were  not  up  to  the  job.  As  state  institu¬ 
tions,  these  banks  could  not  promote  national  develop¬ 
ment.  So,  it  was  not  a  particularly  controversial  move 
when,  in  1863,  Abraham  Lincoln  and  Treasury  Secre¬ 
tary  Chase  —  in  the  midst  of  the  Civil  War  —  created 
the  OCC  to  forge  a  national  banking  system  and  pro¬ 
vide  the  struggling  Union  with  a  uniform  currency. 

While  few  citizens  of  that  era  felt  that  government  had 
the  right  and  responsibility  to  oversee  private 
enterprise,  19th  century  Americans  and  their  leaders 
understood  that  the  public  would  not  trust  the  currency 
banks  issued  without  sound  government  supervision. 
Remember,  in  those  days,  the  currency  in  general  use 
consisted  of  bank  notes.  The  public  needed  con- 
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fidence  in  the  safety  and  soundness  of  the  issuing 
banks.  And  the  only  way  they  could  trust  the  banks  was 
if  they  knew  the  federal  government  was  inspecting  the 
banks’  operations. 

So  the  mission  of  our  agency  —  which  we  have  pursued 
since  our  earliest  days  —  is  to  support  the  nation’s 
economy  by  safeguarding  the  integrity  of  the  national 
banking  system.  We  do  that  by  supervising  and  ex¬ 
amining  national  banks,  and  by  writing  and  enforcing 
the  rules  under  which  these  banks  operate.  Today,  we 
supervise  over  3,000  federally  chartered  commercial 
banks,  accounting  for  nearly  60  percent  of  the  assets 
of  the  commercial  banking  system  —  over  $  2.3 
trillion  worth  of  assets  and  trillions  more  of  economic 
activity. 

Every  regulatory  agency  faces  the  need  to  make 
tradeoffs  in  pursuit  of  its  public  purpose.  For  my  agen¬ 
cy,  the  fundamental  tradeoff  is  quite  clear:  balance 
safety  and  soundness  concerns  with  the  need  to  pre¬ 
serve  the  national  banking  system  in  its  role  as  a  vital 
contributor  to  the  economy  of  our  nation.  And  we  do  not 
have  to  look  back  very  far  to  see  how  easy  it  is  to  strike 
the  balance  incorrectly,  either  by  insufficiently  attend¬ 
ing  to  safety  and  soundness  concerns,  thereby  seeing 
economic  booms  culminate  in  painful  busts,  or  by 
obsessing  about  them,  thereby  contributing  to  eco¬ 
nomic  contractions,  credit  crunches,  and  recessions. 

Today,  the  entire  financial  services  industry  is  being 
engulfed  by  a  revolution  fueled  chiefly  from  two  sources: 
technological  change  and  the  marketplace’s  relentless 
drive  to  serve  consumers  more  efficiently.  Telephone 
banking,  computer  banking,  smart  cards,  stored  value 
cards,  mathematical  modeling  of  markets,  and  deriva¬ 
tive  instruments  have  all  entered  banking’s  vernacular. 
As  a  result,  laws  that  have  been  in  place  for  over  half  a 
century  are  obsolete.  New  financial  services  players 
are  emerging  every  day,  and  they  are  aggressively 
exploring  innovative  ways  to  tap  emerging  markets. 

Old  barriers  are  exploding,  and  the  lines  between 
financial  institutions  and  what  they  do  are  blurring.  The 
banking  system  is  consolidating  at  a  very  rapid  pace, 
creating  fewer,  but  larger  banks.  Here  in  California, 
the  number  of  commercial  banks  has  dropped  18 
percent  since  1990;  however,  the  amount  of  assets  in 
the  state’s  commercial  banks  has  remained  steady. 
As  banking  changes,  both  excitement  and  uncertain¬ 
ty  abound. 

Now  all  these  wonderful  technological  and  market- 
driven  changes  give  us  and  our  children  great  benefits. 
They  are  the  true  fruits  of  the  free  enterprise  system. 
And  we  regulators  should  not  be  allowed  —  nor  allow 
ourselves  —  to  thwart  innovation’s  march. 


However,  these  changes  also  present  grave  risks.  In 
today’s  environment,  a  $100  billion  banking  entity  can 
go  from  being  highly  profitable  to  becoming  insolvent 
in  a  matter  of  weeks,  if  not  days  or  hours.  Huge,  new 
enterprises  present  the  potential  for  greater  service, 
breakthrough  products,  and  lower  costs  than  ever 
before.  But  they  also  bring  new  challenges. 

This  is  the  environment  in  which  the  value  of  financial 
regulation  is  being  challenged,  and  in  this  dynamic 
environment,  the  right  balance  between  safety  and 
soundness  and  economic  activity  is  always  a  moving 
target.  But  finding  and  maintaining  that  balance 
remains  a  critically  important  effort. 

Because  now,  as  banking  is  about  to  enter  the  21st 
century,  complete  with  high-tech  delivery  of  services 
and  worldwide  interconnections  in  banking  transac¬ 
tions  —  now,  when  problems  in  one  sector  or  one  part 
of  the  world  have  the  potential  to  spread  like  wildfire 
throughout  the  financial  system  —  now  is  when  govern¬ 
ment  oversight  is  as  necessary  as  ever  to  preserve 
public  confidence  in  the  safe  and  sound  operation  of 
the  financial  markets,  including  banks. 

Let  me  share  with  you  three  principles  that  I  have  found 
useful  in  my  own  work  as  a  regulator,  and  that  I  feel  are 
essential  for  all  regulators  in  the  1990s. 

First,  regulators  must  always  keep  the  public  interest  in 
view.  Today,  every  regulatory  agency  faces  a  variety  of 
pressures  to  become  a  cheerleader  rather  than  a 
regulator.  To  be  sure,  sensitivity  and  responsiveness  to 
the  perspectives  and  concerns  of  industry  are  essential 
to  the  regulatory  task.  But  a  regulator  must  never  sur¬ 
render  to  a  special  interest  his  or  her  responsibility  to 
exercise  independent  judgment  on  behalf  of  the  broad 
public  interest. 

Second,  regulators  must  work  with  market  forces,  not 
against  them.  Effective  regulation  rarely  requires 
government  to  tell  business  what  products  it  should 
make  or  what  services  it  should  provide,  but  it  frequent¬ 
ly  entails  the  prescription  of  rules  to  ensure  that 
products  and  services  are  offered  in  a  manner  consis¬ 
tent  with  the  public  interest.  For  example,  with  banks, 
preserving  public  confidence  means  government  must 
play  a  role  in  making  sure  that  banking  services  and 
products  are  not  offered  in  a  way  that  jeopardizes  the 
safety  of  the  institution. 

So,  for  example,  while  we  have  not  told  banks  that  they 
cannot  sell  financial  derivatives,  we  have  told  them  they 
must  be  able  to  understand  and  manage  the  risks  in 
derivatives,  and  that  they  must  be  sure  that  particular 
derivative  instruments  they  sell  are  appropriate  to  the 
needs  of  those  who  buy  them. 
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Moreover,  as  some  in  this  room  are  well  aware,  I  have 
long  favored  the  elimination  of  restrictions  that  prevent 
banks  from  selling  insurance  products.  Why,  for  ex¬ 
ample,  should  banks  not  be  able  to  sell  insurance  to 
you,  if  that  is  the  way  you  —  as  consumers  —  would 
want  to  buy  it7  According  to  a  recently  released  study, 
nearly  three-quarters  of  the  public  would  prefer  to  go 
that  route  —  based,  in  no  small  part,  on  the  fact  that  the 
same  survey  showed  that  consumers  feel  banks  give 
better  service  than  insurance  agents.  The  regulatory 
issue  should  not  be  whether  banks  can  compete,  but 
merely  to  ensure  that  their  sales  practices  are  fair  to 
consumers. 

Third,  regulators  must  maintain  a  modern  regulatory 
infrastructure.  That  means  fighting  for  the  tools,  the 
talent,  and  the  technology  to  serve  the  public  interest 
in  the  most  responsible,  cost-effective  way  possible.  I 
have  inherited  a  regulatory  infrastructure  at  my  agency 
that  I  must  maintain  and  strengthen.  That  means 
making  the  necessary  investment  to  develop  people 
with  the  skills  required  to  understand  and  help  manage 
the  risks  that  exist  in  banking  today.  It  means  tapping 
the  potential  of  technology  —  as  the  financial  services 
industry  is  doing  —  to  make  bank  supervision  more 
efficient.  It  is  just  as  impossible  for  regulators  as  it  is  for 
businesses  to  get  by  with  typewriter  technology  in  a 
software  society.  And  it  is  more  than  just  fighting  for  and 
deploying  the  right  budgetary  resources.  Regulators 
must  also  make  certain  that  their  organizations  are 
structured  in  the  most  effective  way  they  can  be  to  serve 
today’s  economy. 

The  OCC,  which  began  in  the  service  of  an  agricultural 
society  and  has  come  of  age  as  an  agency  serving  the 
needs  of  an  industrial  nation,  is  now  helping  to  create 
a  banking  system  for  the  vibrant,  diverse,  service- 
based  economy  America  will  need  to  prosper  in  the 
century  ahead.  As  Comptroller  of  the  Currency,  my  goal 
is  to  use  a  responsible  regulatory  approach  to  enable 
banks  to  build  on  their  traditional  strengths  and  the 
public  trust  they  enjoy,  to  help  them  acquire  new 
abilities  and  expertise  to  support  the  economy  of 
California  and  the  nation. 


We  live  in  times  when  the  public  can  ill  afford  for 
regulators  to  do  nothing  ...  or  to  let  down  our  guards  ... 
or  fail  to  consider  how  today's  changes  will  affect 
tomorrow's  world.  Government  oversight  is  not  and 
must  not  become  a  thing  of  the  past.  But  it  must  be 
rethought,  rediscovered,  and  reinvigorated. 

I  began  this  afternoon  by  quoting  a  historian  to  the 
effect  that  history  has  taught  us  that  nothing  is  often  a 
good  thing  to  do  and  a  clever  thing  to  say.  But  I  want 
to  close  with  the  observation  that  history  has  taught  us 
otherwise  when  it  comes  to  regulation. 

History  has  taught  us  that  the  inadequate  regulatory 
regime  we  allowed  to  exist  in  the  savings  and  loan 
industry  in  the  1970s  and  1980s  carried  with  it  a  price 
tag  estimated  in  the  hundreds  of  billions  of  dollars  —  a 
price  that  continues  to  be  paid  by  the  American  tax¬ 
payer.  If  history  teaches  us  nothing  else,  it  should  teach 
us  that  we  should  learn  from  its  hard  lessons  and 
preserve  our  hard-won  victories. 

The  investment  our  nation  has  made  in  its  system  of 
regulation  has  paid  dividends.  It  has  helped  us  achieve 
the  quality  of  life  we  enjoy  today.  To  be  sure,  it  is  an 
investment  and  a  system  in  need  of  attention,  in  need 
of  modernization,  and  in  need  of  substantial  reform.  But 
it  remains,  at  its  core,  a  resource  well  worth  preserving. 
Remaking  our  regulatory  system  for  the  21st  century  is 
a  critically  important  project  that  demands  the  attention 
and  energy  —  not  only  of  regulators  like  me  —  but  also 
the  careful  reflection  of  citizens  like  you. 

We  have  made  too  many  positive  strides  in  the  past  two 
years  to  have  the  momentum  for  responsible  reform 
slowed  by  legislative  overkill  that  serves  no  public 
interest,  jeopardizes  public  welfare,  and  impedes  real 
reform.  The  march  to  an  efficient,  market-driven 
economy  —  a  goal  we  all  share  —  cannot  be  achieved 
at  a  one-step-forward,  two-step-back  pace.  I  urge  you 
to  join  me  in  ensuring  that  we  continue  to  make  lasting 
progress  and  continue  to  insist  on  striking  the  right 
balance  for  American  business  and  the  American 
public. 
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Remarks  of  Douglas  E.  Harris,  Senior  Deputy  Comptroller  for  Capital  Markets, 
before  the  ISDA  North  American  Regional  Conference,  on  derivatives  sales 
practices,  New  York,  New  York,  July  27,  1995 


One  of  the  primary  focuses  of  my  supervisory  attention 
over  the  last  two  years  has  been  the  derivatives  market. 
Therefore,  keeping  you  informed  of  our  policies,  our 
initiatives,  and  our  thinking  on  current  issues  is  impor¬ 
tant.  Similarly,  understanding  your  views  is  also  impor¬ 
tant.  I  want  to  use  this  opportunity  today  to  give  you 
some  of  my  agency’s  thoughts  on  supervision  of  bank 
derivatives  activities  and  some  of  the  initiatives  we  will 
be  undertaking  in  the  near  future.  I  look  forward  to  your 
comments  and  suggestions  following  these  remarks. 

I  would  like  to  go  back  to  an  issue  that  I  have  been 
addressing  for  some  time  and  a  specific  project  which 
I  first  mentioned  at  the  ISDA  Annual  Meeting  in  Bar¬ 
celona  in  March  of  this  year.  That  issue  is  derivatives 
sales  practices.  In  Barcelona,  I  announced  that  the 
Office  of  the  Comptroller  of  the  Currency  (OCC)  would 
be  conducting  a  review  of  the  sales  practices  of  some 
of  the  most  active  U.S.  bank  dealers.  We  wanted  to 
determine  what  those  banks  were  doing  to  comply  with 
our  guidance,  which  requires  that  dealers  protect  them¬ 
selves  while  serving  their  clients.  At  that  time,  I  stated 
that  the  banks  chosen  for  the  review  were  chosen 
because  we  already  knew,  through  our  routine  annual 
and  ongoing  examinations,  that  they  were  complying 
with  our  guidance.  The  primary  purpose  of  the  review 
was  to  develop  a  list  of  best  practices  which  could 
provide  helpful  ideas  to  some  of  the  other  over-the- 
counter  derivatives  dealers. 

The  report  of  our  review  was  released  publicly  last  month. 
Upon  its  release,  I  said  that  it  was  clear  that  the  dealer 
banks  we  reviewed  had  gone  beyond  the  credit  risk  and 
customer  appropriateness  provisions  of  our  1993 
guidance.  These  banks  had  established  a  high  standard 
for  the  best  practices  that  should  be  used  in  the  business. 

I  pointed  out  that  the  review  had  given  us  insight  into  high 
quality  safety  and  soundness  practices. 

It  might  be  useful  here  to  review  our  guidance  in  this 
area.  Section  C.1  of  OCC  Banking  Circular  277,  “Risk 
Management  of  Financial  Derivatives,”  requires  that  a 
bank  dealer  make  an  assessment  as  to  whether  a 
particular  derivative  transaction  with  a  customer  is  con¬ 
sistent  with  the  customer’s  policies  and  procedures  for 
engaging  in  derivatives  transactions.  This  guidance  is 
contained  in  the  credit  risk  management  section  of  BC 
277.  In  our  view,  appropriate  sales  practices,  especially 
in  the  derivatives  area,  play  a  crucial  part  in  credit  risk 
management  for  dealer  banks.  This  is  not  to  say  that 
there  is  not  also  an  important  customer  protection 


element  of  our  guidance.  However,  our  primary  motiva¬ 
tion  in  establishing  that  requirement  was  to  give  banks 
guidance  in  credit,  as  well  as  in  litigation  and  reputation 
risk  management,  to  enable  them  to  continue  to 
operate  in  a  safe  and  sound  manner. 

We  found  that  dealer  banks  take  a  prudent  approach 
to  derivatives  by  focusing  on  relationships  with  cus¬ 
tomers  rather  than  on  transactions.  The  results  are 
derivatives  transactions  that  are  mostly  standard,  or 
“plain  vanilla,”  and  tied  to  the  financial  risk  manage¬ 
ment  needs  of  customers.  In  other  words,  these  dealer 
banks  are  applying  the  same  know  your  customer 
principles  that  they  have  traditionally  used  in  making 
other  credit  decisions  —  such  as  whether  or  not  to  make 
a  loan.  The  emphasis  is  on  understanding  the  custo¬ 
mer’s  financial  condition  and  needs. 

We  also  found  that  disclosure  by  a  dealer  bank  to  its 
customer  was  also  important  and  commonplace.  In  a 
series  of  questions  and  answers  concerning  BC  277 
that  we  issued  in  May  1994,  we  stated  that  a  bank 
should  make  sure  that  its  customer  understands  the 
general  market  risk  profile  of  the  derivative  transaction, 
and  should  explain  how  the  transaction  will  achieve  the 
customer’s  objectives,  particularly  if  the  customer  lacks 
sophistication. 

Most  of  the  banks  we  reviewed  are  formalizing  internal 
policies  regarding  disclosure  to  customers.  In  most 
cases,  these  policies  establish  varying  levels  of  dis¬ 
closure  based  upon  the  sophistication  of  the  counter¬ 
party  and  the  complexity  of  the  transaction.  Some  of  the 
best  disclosures  included  sensitivity  and  scenario 
analyses  covering  a  broad  range  of  outcomes.  These 
disclosures  were  designed  to  help  ensure  that  the 
customer  understood  the  nature  of  the  transactions 
which,  in  turn,  helped  to  enable  the  bank  to  determine 
their  appropriateness. 

Our  guidance  states  that  a  bank  can  enter  into  a 
transaction  with  a  customer  that  it  has  determined  is 
inappropriate  if  the  customer  insists  on  doing  the  trans¬ 
action.  However,  each  of  the  banks  we  reviewed  ex¬ 
pressed  reluctance  to  engage  in  an  inappropriate 
transaction  with  an  unsophisticated  customer  no  mat¬ 
ter  how  much  disclosure  the  bank  provided  to  the 
customer.  And  only  one  bank  in  our  review  said  that  it 
would  enter  into  an  inappropriate  transaction  under 
such  circumstances.  The  other  banks  said  that  they 
would  instead  offer  alternative  structures  to  a  client 
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rather  than  proceed  with  an  inappropriate  transaction. 
This  policy  underscores  the  relationship-oriented  ap¬ 
proach  that  these  banks  are  pursuing. 

In  fact,  in  reviewing  files,  examination  reports,  and 
specific  transactions  in  connection  with  this  review,  we 
found  only  one  transaction  that  was  arguably  inap¬ 
propriate  for  the  client.  These  banks  have  also  de¬ 
veloped  profiles  of  the  risk-taking  and  hedging  policies 
of  their  customers,  as  well  as  assessments  of  the  level 
and  sophistication  of  the  individuals  who  commit  the 
customer  to  derivatives  transactions.  Understanding 
the  customer’s  needs  involves  a  determination  of  four 
key  issues:  the  customer’s  strategies  and  objectives; 
the  customer’s  risk  exposures;  the  services  desired  by 
the  customer;  and  the  desired  products.  This  is  not 
necessarily  an  easy  task.  As  many  of  you  have  likely 
found,  very  often  customers  are  reluctant  to  share 
information  about  their  exposures  with  their  dealers. 
They  view  this  information  as  proprietary  and  confiden¬ 
tial,  and  they  often  view  their  dealers  as  competitors. 

In  order  to  assess  the  sophistication  of  a  customer, 
these  banks  relied  upon  a  number  of  factors,  including 
the  customer’s  historical  trading  pattern;  the  customer’s 
prior  use  of  derivative  products;  the  intended  use  of  the 
products  —  whether  for  hedging,  trading  or  speculative 
purposes;  the  customer’s  ability  to  perform  valuations 
of  its  transactions  and  positions;  the  origin  of  the  trans¬ 
actions;  and  the  asset  size  and  earnings  performance 
of  the  customer. 

As  I  stated  above,  both  the  level  of  disclosure  made  to 
customers  as  well  as  the  overall  assessment  of  appro¬ 
priateness  were  based,  at  least  in  part,  on  the  com¬ 
plexity  of  the  transaction  as  well  as  the  sophistication 
of  the  clients.  We  found  that  banks  also  relied  upon  a 
number  of  factors  to  determine  the  complexity  of  a 
particular  transaction,  including  the  use  of  leverage; 
the  path  dependency;  the  transparency  of  the  transac¬ 
tion;  the  fragmentation  or  inability  to  determine  the 
whole  structure;  the  consistency  of  the  transaction  with 
industry  practice;  the  existence  of  regulatory,  legal,  or 
accounting  guidance;  the  probability  of  event  risk 
(either  regulatory,  legal,  or  accounting);  and  the  num¬ 
ber  of  legal  jurisdictions  involved. 

Another  finding  was  that  banks  clearly  assign  the 
responsibility  for  determining  appropriateness,  in  some 
cases  using  a  third  party  to  make  the  assessment. 
Generally,  however,  bank  policies  place  ultimate 
responsibility  for  customer  appropriateness  on  the 
marketer  Sometimes  this  responsibility  was  delegated 
to  the  credit  officer,  and  sometimes  it  was  delegated  on 
a  shared  basis  One  of  the  practices  we  were  pleased 
to  discover  is  that  bank  policies  also  assign  respon¬ 
sibility  for  so-called  orphan  accounts  —  accounts  with 


no  ongoing  credit  relationship  with  the  customer.  In 
such  cases,  credit  personnel  generally  assume  re¬ 
sponsibility  for  these  relationships. 

Finally,  we  found  that  these  banks  routinely  calculate 
the  mark-to-market  exposure  to  their  counterparties  on 
each  derivatives  transaction.  Credit  exposures  or  trans¬ 
actions  outside  of  the  customer  s  normal  pattern  often 
prompted  the  banks  to  alert  the  customer  s  senior 
management  to  determine  if  any  adjustments  were 
desired.  The  greater  the  exposure,  the  higher  the  level 
of  senior  management  contact  that  was  initiated. 

Our  sales  practices  review  resulted  in  valuable  informa¬ 
tion  about  not  only  how  banks  are  complying  with  our 
guidance,  but  also  the  additional  steps  they  are  taking 
to  address  credit,  litigation  and  reputation  risk.  It  is  clear 
that  for  these  banks,  knowing  their  customers  and 
dealing  with  those  customers  fairly  and  honestly  is  a 
critical  element  of  risk  management.  These  practices 
also  allow  these  banks  to  maintain  and  attract  new 
business.  I  would  recommend  that  you  review  carefully 
the  list  of  best  practices  which  we  developed. 

We  are  currently  in  the  process  of  deciding  which,  if 
any,  of  those  best  practices  should  be  incorporated  into 
our  existing  guidance  to  banks  or  to  examiners  on  risk 
management  of  financial  derivatives.  Any  such 
modification  of  our  existing  guidance  will  likely  occur  in 
connection  with  a  general  review  and  updating  of  our 
derivatives  guidance.  These  revisions  will  address  new 
advancements  in  risk  management  and  any  specific 
concerns  that  we  have  with  respect  to  banks’  risk 
management  practices. 

In  this  spirit,  I  would  like  to  mention  that  the  OCC  will 
be  issuing  additional  risk  management  guidance  ad¬ 
dressing  derivatives  and  capital  markets  issues  in  the 
coming  weeks.  This  guidance  will  address  many  of  the 
specific  concerns  that  arose  out  of  the  collapse  of 
Barings  Bank  earlier  this  year,  as  well  as  risk  manage¬ 
ment  issues  related  to  activities  that  we  have  not  pre¬ 
viously  focused  on. 

Immediately  following  the  Barings  Bank  collapse,  we 
asked  our  largest  banks  to  perform  a  self-assessment  of 
their  vulnerability  to  a  Barings-type  problem.  Those  self- 
assessments  did  not  result  in  any  significant  structural  or 
policy  changes  at  those  banks,  even  though  some  banks 
adopted  some  new  procedures.  For  example,  one  bank 
adopted  enhanced  intra-day  monitoring  of  risk  ex¬ 
posures,  and  another  undertook  a  complete  review  of 
risks  and  exposures  related  to  dealing  on  foreign  and 
domestic  futures  and  options  exchanges. 

We  at  the  OCC  also  conducted  a  self-assessment  of 
our  supervision  of  bank  derivatives  activities.  Kenneth 
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Clark,  the  UK  Chancellor  of  the  Exchequer,  said  last 
week  upon  the  release  of  the  Bank  of  England’s  report 
on  Barings  that  no  regulatory  system  could  prevent  any 
chance  of  a  failure,  especially  where  there  is  a  de¬ 
liberate  intention  on  the  part  of  individual  traders  to 
conceal  or  deceive,  combined  with  inadequate  man¬ 
agement  controls.  Though  this  is  certainly  the  case,  as 
a  regulator  we  need  to  be  absolutely  sure  that  we  have 
taken  every  possible  step  to  prevent  such  a  failure.  As 
a  result  of  our  self-assessment,  we  will  be  issuing 
guidance  to  our  examiners  that  will  establish  a  consis¬ 
tent  and  comprehensive  set  of  guidelines  and  proce¬ 
dures  for  use  in  examining  the  exchange-traded  futures 
and  options  brokerage  activities  of  bank  subsidiaries. 
This  will  augment  our  existing  guidance  on  risk 
management  of  this  activity. 

As  most  of  you  are  aware,  even  though  it  was  Barings 
Bank,  the  parent  corporation,  that  ultimately  failed,  the 
problematic  trading  and  extraordinary  exposures  were 
generated  in  its  Asian  futures  brokerage  subsidiary.  It 
was  that  entity  where  risk  management  and  internal 
controls  were  either  non-existent  or  failed.  Futures 
brokers,  called  futures  commission  merchants,  or 
FCMs,  in  the  U.S.  are  regulated  in  the  first  instance  by 
the  U.S.  Commodity  Futures  Trading  Commission.  We 
will  certainly  continue  to  defer  to  that  agency’s  super¬ 
vision  and  regulation  in  respect  of  customer  protection, 
financial  integrity  of  the  markets  and  the  price  dis¬ 
covery  function  of  the  exchange-traded  derivatives 
markets.  Our  guidance,  which  as  I  said  will  be  issued 
to  our  examiners,  will  address  only  the  specific  risk 
management  and  controls  issues  arising  out  of  the 
performance  of  the  exchange-traded  derivatives 
brokerage  function. 

Further,  related  to  Barings,  but  not  necessarily  in 
response  to  it,  we  will  be  issuing  guidance,  once  again 
to  our  examiners,  on  banks  emerging  markets  ac¬ 
tivities.  This  guidance  will  focus  generally  on,  among 
other  areas,  risk  management  guidelines,  systems, 
operations,  capital  allocation  schemes,  risk  limits,  and 
the  role  of  senior  management  in  banks  emerging 


markets  activities.  The  guidance  will  address  many  of 
the  concerns  outlined  in  the  Bank  of  England’s  report 
on  Barings,  in  addition  to  other  aspects  of  emerging 
markets  activity,  and  will  serve  to  provide  our  examiners 
with  guidance  to  help  determine  whether  a  bank  is 
operating  in  a  safe  and  sound  manner  in  these  markets. 

The  approach  that  we  are  taking  in  revising  our  existing 
guidance  on  derivatives  sales  practices  and  the  is¬ 
suance  of  specific  guidance  addressing  FCMs  and 
emerging  markets  activities  is  consistent  with  the  ap¬ 
proach  that  we  have  taken  for  the  last  two  years  —  to 
provide  valuable  guidance  to  our  banks  on  internal 
controls  and  the  accurate  identification,  measurement, 
monitoring  and  control  of  the  risks  arising  out  of  various 
activities.  It  is  a  continuation  of  a  policy  we  adopted  two 
years  ago  of  “no  surprises”  risk  management  —  a  policy 
which  has  focused  on  providing  guidance  to  our  banks 
rather  than  proscribing,  prohibiting  or  issuing  burden¬ 
some  regulations  on  certain  products  or  activities. 

As  regulators,  we  are  also  continuing  to  strive  for  further 
education  and  cooperation  among  international  finan¬ 
cial  regulators,  a  point  which  was  also  stressed  in  the 
Bank  of  England’s  Report  on  Barings.  This  is  the  ap¬ 
proach  that  we  will  continue  to  take. 

As  I  said  in  Barcelona,  we  have  benefitted  from  industry 
comments  and  suggestions  and  we  hope  to  continue 
to  have  a  productive  and  constructive  relationship  with 
you.  However,  we  must,  like  you,  constantly  adapt  to  a 
changing  industry,  changing  markets  and  changing 
technology.  As  my  boss,  Gene  Ludwig,  the  Comptroller 
of  the  Currency,  stated  last  year:  “Because  society  and 
the  economy  evolve,  banking,  and  therefore  bank  su¬ 
pervision,  must  evolve  in  tandem  with  them.  Just  as  a 
failure  to  evolve  makes  banking  less  relevant  to  the 
needs  of  the  economy,  a  failure  to  evolve  makes  bank 
supervision  less  effective  in  assuring  efficient  financial 
intermediation.  Banking  supervision,  therefore,  must  be 
a  dynamic  process,  not  a  static  structure  of  law  and 
rules.” 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  Financial  Institutions  and  Consumer  Credit  of  the  House 
Committee  on  Banking  and  Financial  Services,  on  the  Savings  Association 
Insurance  Fund,  Washington,  DC,  August  2,  1995 


Statement  required  by  12  U.S.C.  250:  The  views  ex¬ 
pressed  herein  are  those  of  the  Office  of  the  Comptroller 
of  the  Currency  and  do  not  necessarily  represent  the 
views  of  the  President. 

Madam  Chairwoman  and  members  of  the  Subcommit¬ 
tee,  thank  you  for  this  opportunity  to  present  the  views 
of  the  Office  of  the  Comptroller  of  the  Currency  (OCC) 
at  this  hearing  to  address  the  problems  of  the  Savings 
Association  Insurance  Fund  (SAIF).  I  commend  you  for 
focusing  attention  on  these  issues  of  great  importance 
to  the  continued  stability  of  our  financial  system. 

As  members  of  this  Subcommittee  are  well  aware,  the 
long-run  viability  of  the  SAIF  is  in  doubt.  Thrift  assets 
have  declined  significantly.  In  1989,  thrifts  held  31 
percent  of  the  assets  of  depository  institutions  insured 
by  the  Federal  Deposit  Insurance  Corporation  (FDIC). 
By  1994,  the  thrift  share  had  fallen  to  20  percent. 
Deposits  at  thrifts  have  fallen  even  more  sharply,  and 
with  a  declining  assessment  base,  the  SAIF  is  not  likely 
to  have  enough  revenues  to  build  a  fund  balance 
sufficient  to  cover  possible  future  thrift  failures. 
Moreover,  the  SAIF  assessment  rates  will  soon  exceed 
the  Bank  Insurance  Fund  (BIF)  assessment  rates, 
making  it  almost  impossible  for  thrifts  to  compete  with 
commercial  banks  for  insured  deposits. 

The  stability  of  the  insurer  of  thrift  deposits  is  impor¬ 
tant:  should  the  SAIF  become  insolvent,  confidence 
in  our  banks  and  financial  system  would  diminish.  I 
urge  Congress  to  enact  a  prompt  resolution  that  will 
put  the  SAIF’s  problems  behind  us  once  and  for  all. 
The  time  to  put  that  solution  in  place  is  now — while 
the  profitability  and  capitalization  of  depositories  is 
strong.  In  conjunction  with  the  FDIC  and  the  Office  of 
Thrift  Supervision  (OTS),  the  administration  has 
developed  a  plan  to  resolve  the  SAIF’s  problems.  I 
support  that  plan. 

In  your  invitation  letter,  you  asked  that  I  address  two 
issues  many  view  as  related  to  the  resolution  of  the 
SAIF:  the  need  for  a  separate  thrift  charter  and  the  need 
for  a  separate  thrift  regulatory  apparatus.  While  I  do  not 
concur  in  the  judgment  that  these  issues  are  necessari¬ 
ly  linked,  they  are  appropriate  areas  of  inquiry  for  the 
Subcommittee;  and  I  am  pleased  to  offer  our  prelimi¬ 
nary  views  on  each  of  them. 


Merging  the  Banking  and  Thrift  Charters 

As  your  invitation  letter  suggests,  merging  the  bank  and 
thrift  charters  would  raise  policy  issues  that  require 
thorough  consideration.  Reconciling  the  differences 
between  bank  and  thrift  powers  is  one  such  issue.  As 
you  know,  thrifts  have  broader  powers  than  banks  in 
areas  such  as  insurance  and  real  estate  development. 
Unitary  thrift  holding  companies  are  subject  to  different 
standards  than  bank  holding  companies.  And  national 
banks  are  not  currently  authorized  to  be  organized  in 
mutual  form.  In  addressing  these  differences,  Con¬ 
gress  can  choose  any  of  a  number  of  approaches.  At 
one  end  of  the  spectrum,  it  could  require  existing  thrift 
institutions  to  cease  activities  inconsistent  with  the  cur¬ 
rent  national  bank  charter;  at  the  other  end  of  the 
spectrum,  Congress  could  expand  the  national  bank 
charter  to  embrace  non-conforming  thrift  activities. 

While  each  of  the  available  options  raises  a  unique 
complex  of  policy  and  practical  issues,  none  of  them 
should  present  insurmountable  difficulty  from  a  super¬ 
visory  perspective.  After  all,  the  activities  in  question 
are  all  competently  supervised  at  present.  I  am  confi¬ 
dent  that  the  combined  supervisory  talents  of  the  OCC 
and  the  0 1 S  can  rise  to  any  new  supervisory  challen¬ 
ges  that  the  merger  of  the  thrift  and  bank  charter  might 
bring  about. 

The  OCC  is  not  prepared  to  recommend  a  particular 
approach  to  a  merger  of  the  charters  at  this  time,  and 
we  are  mindful  that  legislation  to  resolve  the  problems 
of  the  SAIF  should  not  be  the  vehicle  for  broader 
questions  of  financial  modernization.  As  Congress 
seeks  to  reconcile  the  bank  and  thrift  charters,  we 
would  offer  two  observations.  First,  from  a  safety  and 
soundness  perspective,  we  should  be  hesitant  to 
deprive  an  insured  depository  institution  of  earnings 
from  an  activity  it  has  shown  the  ability  to  conduct 
profitably  and  prudently.  Second,  from  a  competitive 
equity  perspective,  we  should  be  concerned  about  any 
solution  that  would  place  existing  national  or  state 
banks  at  a  long-term  competitive  disadvantage  relative 
to  banks  that  were  formerly  thrifts. 

If  the  Congress  merges  the  bank  and  thrift  charters,  I 
believe  it  would  be  wise  to  also  merge  the  OTS  and  the 
OCC.  Again,  the  OCC  is  not  yet  in  a  position  to  recom- 


mend  a  particular  plan.  We  believe,  however,  that 
recent  experience  with  agency  restructurings,  such  as 
the  reorganization  of  the  former  Federal  Home  Loan 
Bank  Board,  may  hold  valuable  lessons  to  guide  the 
development  of  policy  in  this  area. 

Homogenization  of  the  Banking  and  Thrift  Industries 

Your  letter  of  invitation  also  requested  my  views  on  the 
implications  of  a  charter  merger  for  the  availability  of 
mortgage  credit.  I  see  little  evidence  that  the  merger  of 
charters  would  affect  the  availability  of  financing  for 
home  ownership  and  financial  services  generally. 
Today’s  financial  services  industry  comprises  a  wide 
range  of  institutions,  serving  customers  with  vastly  dif¬ 
ferent  demands.  Within  the  national  banking  system 
alone  there  is  a  great  diversity  in  size,  scope  of  opera¬ 
tions,  and  portfolio  composition,  ranging  from  small 
community  institutions  that  serve  only  their  local 
markets,  to  large  institutions  with  wide-ranging  inter¬ 
state  operations. 

Adopting  a  national  or  state  bank  charter  would  not 
preclude  thrift  institutions  that  are  currently  specializing 
in  residential  lending  from  continuing  to  do  so.  And,  the 
support  which  the  Federal  Home  Loan  Bank  System 
currently  provides  thrifts  to  support  residential  lending 
could  continue  in  the  absence  of  a  separate  thrift 
charter  should  Congress  decide  continued  support  is 
necessary. 

Furthermore,  changes  in  the  marketplace  and  improve¬ 
ments  in  technology  have  altered  in  large  measure  the 
way  our  nation  finances  home  ownership.  The  large 
secondary  market  for  mortgage  loans  has  greatly  ex¬ 
panded  the  universe  of  investors  and  the  volume  of 
capital  supporting  home  ownership.  In  the  modern 
environment,  therefore,  I  do  not  believe  a  separate 
charter  for  specialized  home  lenders  is  necessary  to 
ensure  an  adequate  supply  of  funds  for  home  mort¬ 
gages. 

In  fact,  the  contribution  of  the  separate  thrift  charter  to 
the  housing  finance  market  has  declined  steadily.  As 
the  chart  below  illustrates,  thrifts’  share  of  the  dollar 
volume  of  originations  of  1-  to  4-family  mortgage  loans 
has  fallen  sharply  in  the  last  decade.  In  1984,  the  thrift 
share  was  53  percent;  by  1994,  that  share  had  fallen  to 
only  20  percent  In  addition,  the  thrift  industry’s  share 
of  mortgage  products  held  in  the  portfolios  of  FDIC-in- 
sured  institutions  has  fallen  significantly  over  the  past 
decade  The  thrift  industry's  share  of  1-  to  4-family 
mortgage  products  held  by  FDIC-insured  institutions 
declined  from  63  percent  in  1984  to  43  percent  in 
1994  1 
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Despite  the  significant  contraction  of  the  thrift  industry 
over  this  period,  aggregate  lending  by  banks,  thrifts, 
and  mortgage  companies  to  support  home  ownership 
has  actually  increased.  The  total  dollar  volume  of  1-  to 
4-family  mortgage  loan  originations  was  $204  billion  in 
1984,  more  than  doubled  to  $453  billion  in  1989,  and 
increased  again  to  $769  billion  in  1994. 3  These  trends 
reflect  permanent  market  changes,  and  we  have  every 
reason  to  believe  that  our  diverse  financial  services 
industry  will  continue  to  meet  the  demand  for  mortgage 
funding. 

Conclusion 

We  join  the  Treasury,  FDIC,  OTS,  and  Federal  Reserve 
in  urging  the  Congress  to  enact  a  prompt  and  viable 
long-term  solution  to  the  critical  problems  facing  the 
SAIF.  Should  the  Congress  determine  that,  in  the  course 
of  this  resolution  effort,  it  is  also  appropriate  to  eliminate 
the  thrift  charter  or  merge  the  OCC  and  the  OTS,  we 
will  be  pleased  to  assist  the  Subcommittee  and  its  staff 
in  any  way  we  can. 


?Sources  Call  Reports,  Thrift  Financial  Reports,  and  the  Department 
of  Housing  and  Urban  Development's  Survey  of  Mortgage  Lending 
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Statement  submitted  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  to  the 
Subcommittee  on  Capital  Markets,  Securities,  and  Government  Sponsored 
Enterprises  of  the  House  Committee  on  Banking  and  Financial  Services,  on 
Federal  Home  Loan  Banks,  Washington,  DC,  September  25,  1995 


1.  Government  Sponsored  Enterprises  (GSEs),  such 
as  the  Federal  Home  Loan  Banks  (FHLBs),  have  issued 
derivative/structured  debt,  such  as  inverse  floaters, 
which  have  been  bought  by  institutions  you  regulate.  Do 
these  institutions  investing  in  the  debt  understand  the 
market  risk  associated  with  the  instruments?  How  are 
you  monitoring  the  exposure  to  insured  depository  in¬ 
stitutions  of  the  debt  issued  by  the  GSEs? 

In  early  1994,  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  became  concerned  that  some  banks, 
particularly  community  banks,  did  not  understand  the 
market  and  liquidity  risks  present  in  some  types  of 
structured  notes  that  they  had  purchased.  As  a  result, 
the  OCC  issued  Advisory  Letter  94-2  (Purchases  of 
Structured  Notes)  to  caution  banks  that  many  of  these 
securities,  which  contain  embedded  derivatives,  had 
complex  cash-flow  profiles.  In  the  advisory  letter,  the 
OCC  outlined  its  expectations  for  banks  purchasing 
structured  securities,  including  having  the  ability  to 
understand,  measure,  monitor  and  control  risks.  We 
also  stressed  the  importance  of  having  current  price 
information,  because  our  experience  indicated  that 
many  pricing  services  used  by  banks  could  not  assign 
current  market  values.  We  believe  the  advisory  letter 
prompted  many  banks  either  to  improve  their  under¬ 
standing  of  the  complex  risk  profiles  of  structured 
securities,  including  inverse  floaters,  or  to  refrain  from 
purchasing  structured  securities.  The  OCC  has  seen 
anecdotal  evidence  that  many  smaller  national  banks 
have  substantially  improved  their  ability  to  obtain  cur¬ 
rent  market  value  information. 

Moreover,  the  well-publicized  losses  borne  by  Orange 
County,  California,  and  the  sobering  impact  of  the  interest 
rate  environment  in  1994  combined  to  dramatically 
reduce  investor  appetite  for  structured  notes,  as  most  of 
those  notes  contained  an  embedded  option  on  stable  or 
declining  interest  rates  and  fell  in  value  as  interest  rates 
increased.  As  a  result,  issuers  have  largely  ceased  offer¬ 
ing  those  securities.  In  addition,  the  decline  in  interest 
rates  in  1995  has  led  to  a  substantial  volume  of  early 
redemptions  of  structured  notes,  reducing  the  volume  of 
structured  notes  the  banking  system  holds. 

The  OCC  monitors  national  bank  holdings  of  structured 
notes  through  on-site  examinations.  In  addition,  begin¬ 
ning  in  March  1995,  the  regulatory  agencies  began 
requiring  financial  institutions  to  report  their  holdings  of 
structured  notes  in  the  call  report.  The  OCC  uses  that 


information  to  identify  the  volume  of  derivatives  activity 
of  the  banking  system. 

Although  we  monitor  the  structured  note  holdings  of 
national  banks,  it  is  important  to  note  that  large  holdings 
of  structured  notes  do  not  necessarily  indicate  greater 
than  normal  risk.  Not  all  structured  notes  have  risks  that 
exceed  the  risks  of  other  financial  instruments  banks 
typically  hold.  Further,  not  all  structured  notes  are  dif¬ 
ficult  to  understand.  The  OCC  assesses  the  portfolio 
risk  of  a  national  bank  by  looking  at  the  market-value 
sensitivity  of  the  bank’s  entire  investment  portfolio,  not 
by  simply  identifying  how  many  structured  notes  the 
bank  holds. 

2.  Does  the  existence  of  the  Federal  Home  Loan  Bank 
System  increase  the  amount  of  total  dollars  available  for 
housing? 

The  FHLB  System  encourages  member  institutions — 
thrifts,  commercial  banks,  credit  unions,  and  insurance 
companies — to  make  mortgage  loans  by  allowing  them 
to  fund  those  loans  with  a  large  volume,  low-cost,  stable 
source  of  funds,  and  by  requiring  members  to  colla¬ 
teralize  their  borrowings  with  mortgage-related  assets. 

The  OCC  does  not  collect  data  that  would  allow  us  to 
measure  the  degree  to  which  these  factors  increase 
mortgage  lending.  However,  we  note  that  the  FHLB 
System’s  loans  to  member  institutions,  or  advances, 
have  increased  steadily  over  the  past  few  years.  At  the 
end  of  1994,  the  5,307  FHLB  members  held  almost 
$126  billion  of  outstanding  advances,  a  22  percent 
increase  over  year-end  1993.  As  of  December  31, 
1994,  thrifts  held  almost  78  percent  of  the  system's 
advances.  Commercial  banks  have  significantly  in¬ 
creased  their  use  of  advances.  At  the  end  of  1992, 
commercial  banks  held  $6.4  billion  in  advances,  or  8 
percent  of  total  system  advances.  By  December  31, 
1994,  commercial  banks  increased  advance  holdings 
to  $25.5  billion  or  20  percent  of  total  system  advances 
outstanding.  Advances  to  credit  unions  and  insurance 
companies  also  have  increased;  however,  they  repre¬ 
sented  less  than  one  percent  of  total  advances  at 
year-end  1 994. 1  In  addition,  we  note  that  banks’  access 
to  FHLB  advances  has  coincided  with  the  growth  in  real 
estate-related  lending  in  recent  years. 


'Source  The  FHLB  System's  1994  Financial  Report. 
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Furthermore,  the  FHLB  System  supports  affordable 
housing  through  two  targeted  low-  and  moderate-in¬ 
come  housing  programs — the  Affordable  Housing  Pro¬ 
gram  (AHP)  and  the  Community  Investment  Program 
(CIP).  As  of  September  12,  1995,  the  total  AHP  sub¬ 
sidies  made  available  to  2,620  active  and  completed 
affordable  housing  projects  was  $377.1  million  2  The 
CIP  directs  its  funds  to  households  whose  income  does 
not  exceed  115  percent  of  an  area’s  median  income. 
The  CIP  holds  about  $8  billion  in  2,832  advances.3 

3.  What  if  the  available  collateral  to  support  advances 
from  the  FHLB  system  included  other  types  of  govern¬ 
ment-related  collateral,  e.g.,  Federal  Housing  Ad¬ 
ministration,  Small  Business  Administration,  and  Sallie 
Mae? 

Widening  the  pool  of  collateral  eligible  to  secure  advan¬ 
ces  could  improve  the  liquidity  position  of  depository 
institutions  that  are  members  of  the  FHLB  System.  It 
could,  however,  also  reduce  the  incentives  for  those 
institutions  to  acquire  mortgage-related  assets,  and 
hence  potentially  dilute  the  support  the  FHLB  System 
provides  for  housing. 

Furthermore,  it  would  not  be  prudent  for  banks  to  use 
the  wider  collateral  pool  to  leverage  themselves  to  the 
point  of  assuming  excessive  interest  rate  or  credit  risks. 
It  would  also  not  be  prudent  for  banks  to  rely  on  FHLB 
System  advances — or  any  other  single  funding 
source — for  a  disproportionate  amount  of  their  funding. 
Concentrations  in  funding  sources,  like  concentrations 
in  loan  types,  are  inherently  risk-increasing. 

4.  Do  smaller,  i.e.,  less  than  $250  million  in  assets, 
insured  depository  institutions  generally  need  access  to 
intermediate  and  longer-term  liabilities  that  can  be 
provided  by  the  FHLB  System? 

The  OCC  does  not  collect  data  on  the  degree  to  which 
national  banks  with  less  than  $250  million  in  assets  rely 
on  access  to  the  FHLB  System  for  intermediate  and 
longer-term  funding.  However,  I  can  offer  some  related 
evidence. 

Since  1 989,  when  banks  were  first  permitted  to  become 
members  of  the  FHLB  System,  all  size  categories  of 
banks  have  seen  declines  in  their  longer-term  retail 
sources  of  funding,  i.e.,  in  their  intermediate  term  con¬ 
sumer  deposits  and  consumer  deposits  with  no  stated 
maturity.  Those  banks  have  been  able  to  replace  some 
of  that  retail  funding  with  FHLB  advances.  The  OCC 


"Couroe  the  Federal  Housing  Finance  Board's  Program  Summary 
of  the  Affordable  Housing  Program 

:V/jrce  The  Federal  Housing  Finance  Board's  Housing  Finance 


believes  that  access  to  those  funds  has  helped  to  make 
banks  safer  from  a  liquidity  standpoint,  especially  as 
they  have  increased  their  real-estate  lending  in  recent 
years. 

All  banks  can  derive  substantial  liquidity  benefits  from 
having  access  to  the  intermediate  term  (maturing  in  2 
to  5  years)  and  longer-term  liabilities  that  the  FHLB 
System  provides.  Prudent  liquidity  management  re¬ 
quires  that  banks  avoid  placing  themselves  in  situa¬ 
tions  where  they  must  repeatedly  roll  over  their 
liabilities.  This  is  particularly  important  for  institutions 
with  relatively  few  core  deposits.  FHLB  System  advan¬ 
ces  enable  banks  to  replace  lost  deposits  with  a  stable, 
low-cost,  and  large  volume  source  of  funds. 

5.  It  has  been  said  that  FHLB  System  advances  allow 
smaller,  well-capitalized  banks  to  leverage  up  their 
balance  sheets.  Do  you  see  instances  of  this  happening 
and  how  are  you  monitoring  the  situation? 

The  OCC  does  not  collect  data  on  national  banks’  use  of 
FHLB  System  advances.  We  are  aware,  however,  that 
equity  investors  in  banks  and  other  institutions  have  been 
showing  increasingly  little  patience  for  substandard  equi¬ 
ty  returns  and  have  been  urging  management  to  employ 
capital  more  efficiently.  We  have  no  doubt  that  some 
smaller,  well-capitalized  banks  are  using  and  have  used 
FHLB  System  advances  to  fund  asset  growth,  with  the 
objective  of  generating  higher  equity  returns.  When  this 
happens,  leverage  capital  ratios  decline. 

The  OCC  does  not  necessarily  view  the  use  of  FHLB 
System  advances  for  purposes  of  enhancing  equity 
returns  as  a  problem,  as  long  as  the  bank  does  not  rely 
excessively  on  the  System  for  its  liquidity  needs,  and 
the  bank  understands,  measures,  and  manages  the 
interest  rate  risk  and  asset  quality  risks  that  accompany 
increased  leverage.  The  OCC  evaluates  the  capital 
strength  of  every  national  bank  during  the  on-site  ex¬ 
amination  process  and  through  off-site  monitoring.  This 
evaluation  assesses  management  strength,  asset 
quality,  earnings  prospects,  and  liquidity,  as  well  as 
capital  ratios. 

6.  Many  insured  depository  institutions  have  joined  a 
Federal  Home  Loan  Bank  to  gain  access  to  the  liquidity 
provided  by  the  FHLB  System.  Do  you  see  this  reliance 
on  the  system  for  liquidity  as  a  positive  development  for 
smaller  insured  depository  institutions? 

The  OCC  believes  that  FHLB  membership  can  be  a 
positive  development  for  smaller  national  banks,  to  the 
extent  that  membership  allows  a  new  source  of  liquidity. 
As  national  banks  have  increased  their  holdings  of 
mortgage  loans,  the  ability  to  pledge  these  loans  and 
other  real  estate-related  assets  as  collateral  to  secure 
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borrowings  has  allowed  for  more  stable  funding  of 
long-term  assets. 

The  ability  to  access  large  volume,  term  funding  repre¬ 
sents  an  especially  important  benefit  of  FHLB  member¬ 
ship.  Most  retail  customers  do  not  supply  banks  with 
intermediate  maturity  funding.  As  banks  are  provided 
with  the  ability  to  stretch  their  liability  maturities  and 
avoid  having  to  refinance  their  funding  base  over  short 


time  periods,  their  overall  liquidity  positions  will  neces¬ 
sarily  improve,  and  their  interest  rate  risk  exposures  will 
generally  decrease.  However,  as  stated  above,  the 
OCC  would  have  concerns  about  any  national  bank 
that  relied  on  any  individual  funding  source  (including 
a  System  bank)  for  a  disproportionate  amount  of  its 
funding.  Hence,  the  OCC  would  not  view  reliance  on 
the  FHLB  System  for  liquidity  as  a  positive  develop¬ 
ment. 
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Remarks  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Georgetown  University  Center  for  Business-Government  Relations,  on 
supervision  by  risk,  Washington,  DC,  September  26,  1995 


This  evening,  I  would  like  to  talk  about  how  the  Office 
of  the  Comptroller  of  the  Currency,  the  regulatory  agen¬ 
cy  I  head,  is  refocusing  its  primary  supervisory  efforts 
to  deal  more  effectively  with  a  critical  public  policy 
challenge  —  the  challenge  of  ensuring  that  we  have  a 
banking  system  that  is  safe,  sound,  and  vigorous  in  an 
era  of  dramatic  change. 

Just  think  of  the  shifts  we  have  witnessed  on  the  finan¬ 
cial  services  landscape  over  the  past  20  years.  We  see 
mega-mergers  and  mega-banks.  Today,  85  percent  of 
banking  assets  are  held  by  just  15  percent  of  the 
industry.  We  see  new,  more  complex  products.  Deriva¬ 
tives  held  in  commercial  bank  portfolios  have  a  notional 
value  of  over  $17  trillion.  We  see  banks  moving  away 
from  the  traditional  business  of  banking.  Some  banks 
today  make  virtually  no  loans,  but  rather  are  almost 
totally  engaged  in  trading  activities.  We  see  the  in¬ 
creasing  globalization  of  financial  markets.  The  foreign 
exchange  market  has  evolved  from  a  $1  billion-a-day 
business  in  1 974  to  one  where  $1  trillion  is  traded  daily. 

What  a  change  from  banking’s  earlier  days.  In  those 
quieter  times,  making  money  in  banking  was  often 
disparagingly  referred  to  as  the  3-6-3  method:  Take 
deposits  and  pay  3  percent  interest,  make  loans  and 
charge  6  percent  interest,  and  be  back  on  the  golf 
course  by  3  o’clock. 

Well,  I’d  be  willing  to  bet  that  few  bankers  get  to  the 
links  by  3  p.m.  these  days. 

That  is  unfortunate  for  them,  but  the  changes  in  banking 
we  have  seen  to  date  —  and  the  innovations  I  am 
certain  we  will  see  in  the  future  —  hold  enormous 
potential  for  consumers  and  the  economy.  I  am  com¬ 
mitted  to  allowing  market  forces  to  work  so  that  con¬ 
sumers  as  well  as  the  banking  industry  will  see  lower 
prices  and  enjoy  a  greater  array  of  financial  services  to 
help  them  in  their  professional  and  personal  lives.  It  is 
vital  for  this  country  to  have  a  fully  competitive,  more 
efficient  banking  system  playing  an  ever  larger  role  in 
creating  jobs  and  stimulating  economic  opportunity.  At 
the  same  time,  I  am  mindful  that  the  Office  of  the 
Comptroller  of  the  Currency  has  an  important  obligation 
to  ensure  that  banks  operate  safely  and  soundly  so  that 
our  citizens  and  economy  do  not  have  to  bear  the  brunt 
of  systemic  financial  problems. 

How  to  balance  these  competing  concerns  —  safety 
and  soundness  on  the  one  hand,  with  a  desire  not  to 


be  so  intrusive  that  we  obstruct  positive  market  forces 
on  the  other  —  has  been  a  constant  focus  at  the  OCC 
since  I  came  to  office  two-  and-a-half  years  ago.  After 
an  extensive  review  of  the  OCC’s  bank  supervision 
policies  and  procedures,  we  have  come  to  the  con¬ 
clusion  that  to  achieve  this  balance,  particularly  in  a 
time  of  unprecedented  changes  in  the  financial  ser¬ 
vices  industry,  we  must  fundamentally  change  the  way 
we  supervise  banks.  Accordingly,  we  are  this  evening 
announcing  a  new,  comprehensive  bank  supervision 
program  that  the  OCC  will  be  implementing  over  the 
next  several  months.  We  call  this  new  program  “super¬ 
vision  by  risk.” 

All  of  us  who  worked  on  this  effort  at  the  OCC  over  the 
last  18  months  or  so  are  convinced  that  this  new  pro¬ 
gram  is  a  winner  for  everyone.  It  is  a  winner  for  banks 
because  it  will  achieve  much  less  burden  with  in¬ 
creased  safety  and  soundness.  It  is  a  winner  for  bank 
customers,  who  stand  to  benefit  greatly  from  a  more 
efficient,  stronger  banking  system.  And  it  is  a  winner  for 
the  OCC.  Our  supervision  will  be  more  efficient  and  of 
more  value  because  we  will  focus  on  what  matters  — 
reduction  of  risk  —  and  eliminate  make-work,  mini¬ 
sterial  —  often  seen  as  nitpicking  —  tasks.  Supervision 
by  risk  focuses  our  efforts  on  evaluating  the  quantity  of 
risk  exposure  in  an  institution  and  determining  the 
quality  of  the  risk  management  systems  in  place  to 
control  that  risk. 

But  what  is  so  new  about  focusing  on  risk?  Hasn’t  bank 
supervision  always  been  concerned  about  risk?  This 
evening,  I  want  to  address  those  questions.  I  would  like 
us  first  to  look  at  today’s  environment,  which  essentially 
compels  us  to  adopt  the  supervision  by  risk  approach, 
and  how  we  have  reached  this  significant  milestone  in 
the  evolution  of  bank  supervision.  Then,  I  plan  to  dis¬ 
cuss  what  this  approach  entails  and  how  it  will  work. 
And  I  will  outline  briefly  what  this  approach  will  mean 
for  our  agency  and  the  banks  we  supervise. 

To  appreciate  why  supervision  by  risk  is  the  right  ap¬ 
proach  for  today’s  environment,  I  think  it  is  essential  to 
understand  just  how  dramatically  the  banking  environ¬ 
ment  has  changed  and  continues  to  change.  For  most 
of  this  century,  the  banking  business  could  rely  on  the 
fact  that  virtually  every  American  consumer  would  have 
significant  balances  on  deposit  with  a  bank  or  thrift. 
Indeed,  that  has  been  the  case  until  very  recently. 
Banks  would  then  recycle  these  funds  in  the  most 
profitable  way  possible.  For  commercial  banks,  that 
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primarily  meant  lending  on  a  short-term  basis  to  busi¬ 
ness  customers. 

Moreover,  the  interest  the  bank  had  to  pay  the  public  to 
get  these  deposits  was  in  essence  subsidized  —  that 
is,  it  was  limited  by  Federal  Reserve  Board  Regulation 
Q  In  addition,  most  corporate  borrowers  had  nowhere 
else  to  go  for  credit.  Of  course,  all  that  has  changed, 
and  then  some.  The  Reg  Q  ceiling  has  been  lifted, 
along  with  the  geographic  barriers  that  bridled  com¬ 
petition.  Every  day,  more  and  more  corporate  bor¬ 
rowers  go  directly  to  the  capital  markets  for  funding. 
Investment  bankers,  such  as  Goldman  Sachs,  Merrill 
Lynch,  and  others  —  notably  GE  Capital  —  are  com¬ 
peting  directly  for  credit  business.  Some  of  these  non¬ 
bank  firms  also  offer  what  are  in  essence  checking 
accounts.  Moreover,  core  deposits  keep  flooding  out  of 
banks  into  mutual  funds  every  day.  Today,  banks  hold 
the  same  amount  of  core  deposits  as  they  did  in  1991 . 
Meanwhile,  the  amount  of  money  held  in  mutual  funds 
has  grown  20-fold  in  the  last  15  years,  with  banks 
missing  out  on  the  lion’s  share  of  that  growth. 

In  addition  to  these  aforesaid  changes  brought  by 
changes  in  public  policy  and  by  heightened  competi¬ 
tion,  banks  are  being  heavily  affected  by  the  evolution 
of  information  technology  and  the  increasing  inter¬ 
nationalization  of  U.S.  markets.  I  will  not  dwell  on  the 
former  because  all  of  us  are  so  aware  of  the  changes 
that  information  technology  has  already  meant  in  our 
daily  lives.  However,  the  importance  of  these  changes 
for  banking  cannot  be  overstated.  Banking  is,  in  many 
ways,  an  information  business;  therefore,  many  advan¬ 
cements  in  the  ability  to  move  information  have  implica¬ 
tions  for  banking. 

Put  more  concretely,  how  valuable  is  a  physical  bank 
branch  —  in  which  a  bank  may  have  invested  millions 
of  dollars  —  when  customers  can  do  their  banking 
business  at  a  point  of  sale  terminal,  or  a  telephone,  or 
a  computer  screen?  Or  think  of  it  like  this.  Each  teller 
transaction  costs  a  bank  $4.00.  The  same  transaction 
over  a  telephone  or  computer  line  costs  a  dime.  It  is  not 
surprising,  then,  that  the  American  Bankers  Associa¬ 
tion  predicts  a  six-fold  increase  in  home  banking  trans¬ 
actions  by  1997.  And  what  is  a  customer  relationship 
when  someone  can  surf  the  Internet  to  determine  the 
best  price  on  a  home  mortgage  loan,  or  the  best  rate 
for  a  certificate  of  deposit?  Just  imagine  what  pressure 
that  puts  on  the  entire  industry  to  change. 

But  it  is  not  just  technology  that  is  changing  the  face  of 
banking  Over  the  last  several  decades,  America  has 
seen  its  markets  for  goods  and  services  and  its  capital 
markets  become  increasingly  international.  Banks 
ha  ve  had  to  provide  customers  with  an  expanding  array 
of  products  and  services  that  deal  with  this  reality,  and 


bank  funding  has  become  much  more  international. 
That  brings  with  it  greater  exposure  to  the  currency 
markets  and  foreign  debt  and  equity  markets,  along 
with  foreign  credit  risks. 

These  changes  have  already  caused  profound  chan¬ 
ges  in  what  banks  do  and  can  do  profitably.  In  the  face 
of  heated  competition  and  as  a  result  of  technological 
capabilities,  many  banks  have  expanded  beyond  their 
local  markets  and  beyond  their  traditional  product  and 
service  offerings.  By  way  of  illustration,  banks  themsel¬ 
ves  have  gone  into  the  mutual  funds  business. 

Banks  have  gone  heavily  into  the  consumer  loan  busi¬ 
ness,  including,  importantly,  credit  cards,  consumer 
finance  companies  and  mortgage  banking.  Bank 
home  mortgage  lending  has  doubled  in  the  last  10 
years.  And  banks  are  major  participants  in  foreign 
equity  and  debt  markets  —  including  the  so-called 
emerging  markets. 

These  forces  are  causing  structural  changes  in  the 
industry,  as  we  have  witnessed  with  the  wave  of  bank 
mergers  in  recent  months.  Since  1988,  the  number  of 
banks  has  fallen  nearly  25  percent.  This  trend  will  no 
doubt  continue  and  may  even  accelerate  as  a  result  of 
new  laws  enacted  last  year.  Moreover,  it  is  worth  noting 
that  the  precise  business  today’s  banks  are  focusing 
on  is  no  longer  the  same,  and  banks  often  pursue 
markedly  different  strategies  from  their  peers. 

Some  of  our  country’s  largest  banks,  for  example,  have 
moved  almost  completely  away  from  the  view  most 
people  have  of  a  traditional  bank.  At  one  bank  in  the 
Midwest,  credit  cards  account  for  over  half  of  the  bank’s 
business.  Another  bank  on  the  West  Coast  has  made 
a  calculated  business  decision  to  no  longer  make  home 
mortgage  loans  at  all,  leaving  this  market  to  a  com¬ 
petitor.  At  one  bank  on  the  East  Coast,  less  than  10 
percent  of  the  assets  are  loans  and  virtually  all  of  their 
revenues  come  from  trading  activities. 

What  does  all  this  mean  for  bank  supervision?  To 
answer  my  own  rhetorical  question,  it  means  we  have 
had  to  develop  a  supervisory  system  capable  of  deal¬ 
ing  with  new  risks  and  different  combinations  of  risk. 
Now  I  do  not  mean  to  say  that  the  regulator’s  goal 
should  be  to  eliminate  risk.  Over  2,000  years  ago, 
Sophocles  observed  that  “Fortune  is  not  on  the  side  of 
the  faint-hearted.”  Business,  and  particularly  the  finan¬ 
cial  services  business,  is  based  on  prudent  risk-taking. 
No  risk,  no  reward.  So  focusing  supervision  on  risk  in 
no  way  equates  to  risk  elimination;  it  is  consistent  with 
our  ultimate  focus  on  safety  and  soundness.  Our  objec¬ 
tive  has  been  to  develop  better  tools  to  recognize  the 
complexities  of  risk,  monitor  risk,  and  work  with  banks 
to  control  risks  —  to  keep  risks  within  prudent  bounds. 
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This  change  of  approach  represents  a  breakthrough  in 
bank  supervision. 

For  many  decades,  our  supervision  was  primarily 
designed  to  gauge  the  existence  and  value  of  the  assets, 
liabilities,  and  capital  of  each  national  bank.  Our  national 
bank  examiners  sometimes  called  this  the  “count  the 
cash”  approach.  In  the  1970s,  the  OCC  first  began  to 
consider  a  more  modern  approach  by  looking  at  the 
factors  likely  to  promote  a  bank’s  on-going  safety  and 
soundness  —  things  such  as  management  control,  sys¬ 
tems  and  procedures,  and  effective  internal  audit.  Our 
examiners  began  to  make  more  detailed  reviews  of  bank 
policies,  procedures,  and  practices,  and  the  specific 
responsibility  of  a  bank’s  management  and  board  of 
directors  for  overseeing  these  aspects  of  the  business. 

The  1980s  brought  a  host  of  new  issues.  Hard  lessons 
were  learned  in  foreign  currency  risk,  liquidity  risk,  and 
credit  risk,  particularly  in  seemingly  safe  areas  such  as 
agriculture  and  commercial  real  estate.  The  problems 
of  that  decade  also  coincided  with  budget  cutbacks 
across  the  federal  government.  The  OCC,  along  with 
the  other  federal  financial  regulators,  was  challenged 
on  two  fronts. 

First,  as  a  result  of  dwindling  resources  and  the  de- 
regulatory  problems  of  the  time,  the  agency  lost  scores 
of  seasoned  examiners  in  the  early  part  of  the  decade. 
As  the  decade  progressed,  attempts  to  hire  and  train 
new  examiners  were  frustrated  by  an  inability  to  offer 
competitive  salaries  to  attract  top-notch  professionals 
—  a  problem  that  has  since  been  rectified  for  the  OCC 
with  a  much-needed  change  in  federal  law.  Second, 
our  supervision  —  although  it  was  beginning  to  look  at 
the  level  of  risk  involved  in  a  bank’s  performance  —  was 
still  largely  a  retrospective  look  at  how  risks  had  been 
mishandled  rather  than  a  proactive  assessment  of  what 
problems  were  coming  down  the  pike  and  what  should 
be  done  to  manage  them.  We  were  focusing  on  the 
results  of  poor  practices  —  treating  the  disease  — 
rather  than  administering  preventive  medicine.  Looking 
back  at  the  decade  as  a  whole,  the  1 980s  underscored 
the  value  of  experienced  examiners  and  the  need  for 
those  with  specialized  expertise.  It  also  demonstrated 
that  at  the  largest  banks,  there  was  no  substitute  for 
having  our  examiners  work  in  tandem  with  bank 
management  to  understand  and  strengthen  their  risk 
management  strategies.  The  increased  bank  deriva¬ 
tives  activity  of  the  early  1 990s  provided  our  first  oppor¬ 
tunity  to  put  an  enhanced  risk  focus  approach  into 
practice,  when  we  proactively  apprised  bank  manage¬ 
ment  of  the  liquidity  and  market  risks  these  instruments 
pose. 

These  experiences  of  the  1970s,  1980s,  and  1990s  set 
the  stage  for  the  “supervision  by  risk"  philosophy  that  I 


believe  is  essential  to  banking  success  as  we  move  into 
the  21st  century. 

What  then  precisely  constitutes  the  supervision  by  risk 
approach  we  are  now  taking? 

First,  the  approach  involves  using  risk  as  the  organizing 
principle  for  all  our  safety  and  soundness  supervision. 
To  do  this,  it  was  necessary  for  the  OCC  to  define  a 
common  set  of  risks  for  our  supervision  staff  to  focus 
on,  or,  if  you  will,  a  common  vocabulary  of  risk.  We  have 
done  this.  Our  common  risk  vocabulary  is  based  on 
nine  categories  of  risk:  credit  risk,  interest  rate  risk, 
liquidity  risk,  price  risk,  foreign  exchange  risk,  transac¬ 
tion  risk,  compliance  risk,  strategic  risk,  and  reputation 
risk.  We  believe  that  these  categories,  along  with  sub¬ 
categories  we  have  also  defined,  comprise  the  full 
range  of  risks  faced  by  virtually  any  financial  services 
firm,  including  banks. 

In  developing  these  categories  we  looked  closely  at 
what  risk  categories  banks  are  using  themselves  and 
what  risk  definitions  other  experts  in  this  area  are  using. 
There  appears  to  be  no  universal  set  of  risks  used  by 
everyone.  Indeed,  that  was  one  of  the  reasons  we  felt 
compelled  to  come  up  with  our  own  set  of  risks.  I  am 
comfortable  that  the  OCC  vocabulary  of  risks  both 
covers  the  waterfront  and  will  be  compatible  with  what 
others  are  using. 

It  is  also  worth  noting  that  our  nine  risk  categories  are 
not  mutually  exclusive.  Any  product  or  service  a  bank 
offers  may  expose  the  institution’s  earnings  or  capital 
to  a  combination  of  the  risks  we  have  defined. 

I  want  to  be  clear  is  that  we  are  not  requiring  banks  to 
adopt  our  risk  vocabulary  or  do  anything  particular  with 
it.  The  vocabulary  is  for  the  use  of  our  examination 
team.  Armed  with  the  new  risk  definitions,  our  ex¬ 
aminers  will  evaluate  the  risks  present  in  each  national 
bank. 

After  making  and  recording  judgments  regarding  risk 
exposure  and  the  ability  of  a  bank  to  manage  that 
exposure,  the  examiner  will  then  make  a  summary 
aggregate  risk  judgment  and  determine  the  anticipated 
future  direction  of  risk  at  the  bank  for  the  coming  year. 
These  data  will  feed  into  the  examination  strategy  for 
each  bank  and  allow  us  to  focus  future  supervision  on 
what  we  deem  to  be  the  higher-risk  areas  within  the 
bank,  while  limiting  our  examination  of  lower-risk  areas 
that  bank  management  is  addressing  effectively.  This 
gives  examiners  a  good  guidepost  of  what  to  pay 
particular  attention  to,  and  they  will  share  this  informa¬ 
tion  with  bank  management,  because  we  believe  the 
banks  should  know  how  we  examine  and  why  we 
examine  certain  areas  with  more  scrutiny  than  others. 
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I  want  to  underscore  the  importance  of  using  the  com¬ 
mon  lexicon  of  risk  as  a  basis  for  examination  strategies 
that  are  customized  to  the  risks  of  each  bank.  As  I  noted 
earlier,  banks  are  getting  into  different  businesses  that 
have  different  risks,  combinations  of  risks,  and  greater 
interconnectivity  of  risk.  So  we  are  in  an  age  where  a 
one-size-fits-all  supervisory  strategy  fits  no  bank  well. 
But  tailoring  supervision  to  the  material  risks  found  in  a 
particular  institution  allows  us  to  add  maximum  value 
with  minimum  waste  and  intrusion.  A  good  example  of 
how  we  have  been  able  to  tailor  supervision  by  focusing 
on  risk  is  found  in  our  recent  experience  differentiating 
small  and  large  bank  supervision.  Experience  has 
taught  us  that  supervision  by  risk  between  small  banks 
and  large  banks  differs  markedly. 

In  July  1994,  we  rolled  out  the  first  element  of  this 
framework  with  our  non-complex  community  bank  pro¬ 
cedures.  In  that  program,  we  carved  out  a  group  of 
smaller  banks  that  have  a  relatively  conservative 
strategy  and  similar  risk  profile  —  that  is,  the  bulk  of 
their  business  is  in  traditional  lending.  Consequently, 
we  have  been  able  to  streamline  their  exams  and 
increase  safety  and  soundness  by  focusing  on  the 
single  most  important  risk  for  this  group  of  banks  — 
credit  risk. 

But  it  is  the  larger,  more  complex  institutions  toward 
which  the  supervision  by  risk  approach  is  primarily 
aimed.  In  the  upcoming  months,  the  OCC  will  release 
the  supervision  by  risk  framework  for  large  banks.  We 
will  issue  detailed  examiner  guidance  based  on  the  risk 
vocabulary  I  have  discussed.  Now,  I  want  to  stress  that 
this  will  pose  no  new  requirements  on  banks.  It  is  a 
framework  that  more  precisely  lays  out  how  our  ex¬ 
aminers  should  use  the  risk  lexicon  and  the  supervision 
by  risk  approach  in  examining  larger  banks.  I  am 
convinced  that  it  will  prove  to  be  the  foundation  for 
supervision  at  these  institutions  that  will  both  improve 
the  quality  of  supervision  and  materially  reduce  burden. 

An  additional  major  virtue  in  focusing  our  supervision 
on  risk  (as  distinct  from  the  traditional  transactional 
approach  or  an  approach  based  on  product  line)  is  that 
it  encourages  examiners  to  look  at  risk  across  the  entire 
spectrum  of  a  bank’s  activity. 

A  bank  may  have  a  modest  amount  of  a  particular  kind 
of  risk  —  say  interest  rate  risk  —  in  one  activity.  But  if 
several  activities  at  the  bank  also  involve  similar  forms 
of  the  same  risk,  the  accumulated  risk  can  add  up  to  a 
serious  problem.  To  use  an  analogy,  if  you  are  con¬ 
cerned  about  the  risk  of  excess  fat  in  your  diet,  as 
tempting  as  it  might  be,  you  are  fooling  yourself  to  say 
that  it  is  okay  to  eat  a  low  fat  candy  bar  without  taking 
into  consideration  all  the  fats  contained  in  all  the  other 
goodies  you  have  eaten  that  day  And  I  should  note,  of 


course,  that  the  supervision  by  risk  approach  not  only 
focuses  on  a  single  risk  across  product  lines,  but  also 
focuses  on  all  the  risks  within  a  product  line.  To  extend 
the  candy  bar  analogy,  we  will  be  looking  not  only  at 
the  fat  content  in  the  candy  bar  and  other  foods,  we  will 
look  at  other  ingredients  in  the  candy  bar  —  such  as 
sugar  and  sodium  —  that  materially  impact  overall 
health.  So  supervision  by  risk  expands  both  the  depth 
and  the  range  of  risk  assessment. 

A  third  significant  virtue  to  the  supervision  by  risk 
approach  is  that  we  are  reasonably  confident  it  is  a 
dynamic  framework  capable  of  accommodating  future 
developments.  No  matter  how  cutting  edge  an  institu¬ 
tion  may  become  in  the  foreseeable  future,  I  believe  the 
risk  framework  —  including  the  risk  vocabulary  —  is 
sufficiently  comprehensive  to  provide  for  effective 
safety  and  soundness  supervision  for  years  to  come. 
Indeed,  in  developing  the  approach,  we  have  reviewed 
it  in  terms  of  products  banks  are  currently  offering  as 
well  as  other  financial  services  and  have  found  the 
approach  to  be  similarly  efficacious. 

I  also  think  that  supervision  by  risk  will  make  the 
examiner’s  job  more  interesting  and  meaningful.  With  a 
disciplined  risk  focus,  we  will  be  able  to  do  more  with 
less  —  taking  the  more  mundane  aspects  out  of  the  task 
of  supervision  and  elevating  the  examiners’  value  to  the 
banks  they  serve.  And  I  am  certain  we  have  the  quality 
of  personnel  necessary  to  make  this  approach  work  for 
us,  for  banks  and  for  the  public.  There  also  will  be 
increased  opportunities  for  those  OCC  examiners  who 
are  or  want  to  become  specialists  in  areas  like  interest 
rate  risk  or  capital  markets.  In  addition,  we  have  already 
begun  to  add  economists  to  some  of  our  examination 
teams,  and  early  returns  show  that  banks  also  ap¬ 
preciate  these  new  perspectives  on  supervision  as  they 
look  for  ways  to  develop  and  perfect  the  various  model¬ 
ing  tools  they  use. 

And  finally,  it  is  worth  noting  that  the  new  supervision 
by  risk  approach  will  provide  benefits  beyond  the  con¬ 
fines  of  supervision  as  narrowly  defined.  I  am  hopeful 
that  the  risk  focus  will  elevate  analysis  of  the  banking 
business  and  individual  banking  products,  both  within 
our  office  and  in  more  general  areas  such  as  academic 
research.  I  believe  it  gives  government  a  more 
reasoned,  more  helpful,  and  less  bureaucratic 
decision-making  process  when  acting  on  banking  is¬ 
sues.  For  example,  the  litmus  test  of  whether  a  banking 
organization  ought  to  be  in  a  particular  business  and 
how  it  can  do  that  business  should  be  a  rigorous  risk 
analysis,  rather  than  history  or  parochial  interests.  Cur¬ 
rently,  too  much  of  the  debate  in  the  banking  area  is 
diluted  with  comments  such  as  "we’ve  always  done  it 
that  way,  or  thats  somebody  else's  turf."  To  sum  up, 
modern  banking  is  indeed  complex,  but  the  risk  by 
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supervision  equation  is  really  quite  simple:  a  risk  focus 
plus  supervisory  efficiency  equals  less  burden  for 
banks.  Less  burden  .  .  .  and  greater  benefits.  Less  bur¬ 
den  .  .  .  and  more  refined  supervision.  Less  burden, 
and  a  new  resource  in  banking’s  age-old  need  to  take 
prudent  risks  and  manage  the  business  of  banking  in 
the  most  responsible  way  possible. 

And  I  hope  that  —  with  supervision  by  risk  —  banks  will 
change  the  way  they  view  regulation  and  supervision. 
Rather  than  seeing  regulation  as  a  ball  and  chain 
weighing  them  down  or  supervision  as  a  shackle  hold¬ 


ing  them  back,  I  want  the  industry  to  view  OCC  ex¬ 
amination  as  adding  value  to  their  businesses  and 
ensuring  the  safety  and  soundness  of  their  individual 
institutions  and  the  banking  industry  as  a  whole. 

We  have  an  important  mission  and  a  rich  tradition  at  the 
OCC  —  one  of  serving  the  banking  industry  in  a  way 
that  continually  fosters  innovation,  continually  insures 
its  safety  and  soundness,  and  continually  inspires 
public  trust  and  confidence  in  both  public  and  private 
institutions.  Supervision  by  risk  will  enable  us  to  con¬ 
tinue  to  carry  out  that  important  purpose. 
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This  is  in  response  to  your  April  18,  1995  letter  to  the 
Deputy  Comptroller  for  Multinational  Banking,  referred 
to  me  for  reply. 

Your  letter  requests  confirmation  of  your  conclusion  that 
it  is  legally  permissible  for  the  bank  to  sell  vehicle 
service  contracts  to  vehicle  loan  or  lease  customers  in 
connection  with  the  bank’s  financing  of  motor  vehicles. 
For  the  reasons  given  below,  I  agree  that  the  proposed 
activity  is  incidental  to  banking  within  the  meaning  of 
12  U.S.C.  24  (Seventh). 

You  indicate  that  a  vehicle  service  contract  might  be 
purchased  at  the  time  the  vehicle  is  purchased  or  it 
could  be  financed  along  with  the  vehicle.  It  would 
protect  the  value  of  the  collateral  from  mechanical 
breakdown  for  the  term  of  the  contract.  In  the  event  of 
a  breakdown,  a  borrower  or  lessee  might  not  have  the 
financial  capability  to  pay  for  major  repairs  and  make  a 
loan  or  lease  payment  in  the  same  month.  Additionally, 
the  sale  of  repossessed  vehicles  that  are  in  need  of 
repair  or  vehicles  sold  "as-is”  may  result  in  a  substantial 
loan  loss  to  the  bank.  A  vehicle  service  contract  would 
pay  for  the  repair  at  no  cost  to  the  customer  or  the  bank. 
The  bank  believes  the  sale  of  vehicle  service  contracts 
would  aid  in  the  collectibility  on  this  portion  of  its 
secured  loan  portfolio. 

The  program  will  have  the  following  features:  (1)  the 
term  of  the  vehicle  service  contract  will  not  exceed  the 
term  of  the  automobile  loan  or  lease;  (2)  the  contract 
will  cover  pre-existing  mechanical  defects  in  the  vehi¬ 
cle,  but  it  will  not  pay  for  expenses  related  to  scheduled 
maintenance  or  routine  repairs;  (3)  the  bank  will  not 
underwrite  the  vehicle  service  contracts  or  provide 
repair  services;  and  (4)  the  bank  will  be  a  master 
contract  holder  for  all  vehicle  service  contracts  sold  to 
its  vehicle  loan  and  lease  customers.  If  a  repossession 
occurs,  or  if  a  customer  fails  to  report  a  claim  to  the 
provider  of  the  service  under  the  contract,  the  bank  will 
be  substituted  in  place  of  the  customer  with  respect  to 
the  right  to  make  contract  claims,  to  receive  reimburse¬ 
ment  of  expenditures  made  for  covered  repairs,  and  to 
receive  pro-rata  refunds  of  the  vehicle  service  contract 
price  in  the  event  of  contract  cancellation.  Notwith¬ 
standing  repossession,  the  vehicle  service  contract  will 
remain  in  force  for  a  reasonable  time  while  the  vehicle 
is  under  the  bank’s  control  prior  to  resale. 

The  bank  would  act  solely  as  the  sales  agent  of  the 
vehicle  service  contracts  for  the  provider  of  the  con¬ 
tracts,  an  independent  third  party  with  no  other  relation¬ 
ship  to  the  bank.  The  contracts  would  be  offered  only 


to  bank  customers  who  seek  to  finance  the  purchase 
of  an  automobile  with  the  bank.  The  price  of  the  contract 
would  be  based  upon  the  vehicle’s  manufacturer,  age, 
model  and  the  model’s  repair  claim  history.  The  pro¬ 
gram  would  include  bank  customers  who  are  purchas¬ 
ing  new  and  used  automobiles  through  automobile 
dealers  and  used  automobiles  from  private  owners.  The 
bank  would  receive  a  fee  from  the  provider  for  each 
vehicle  service  contract  sold,  based  upon  the  length  of 
the  contract. 

In  my  opinion,  the  bank’s  sale  as  agent  of  vehicle 
service  contracts  to  its  loan  and  lease  customers  is 
incidental  to  its  secured  lending  activity  and  therefore 
permissible  under  12  U.S.C.  24  (Seventh).  Interpretive 
Letter  No.  283,  March  16,  1984,  reprinted  in  [Transfer 
Binder  1983-84]  Fed.  Banking  L.  Rep.  (CCH)  para. 
85,447  concluded  that  the  sale  by  a  national  bank  of 
vendors  single  interest  insurance  protecting  personal 
property  in  which  the  bank  had  a  security  interest  as  a 
lender  was  part  of  or  incidental  to  its  banking  business. 
Two  OCC  interpretive  letters,  each  dated  June  3, 

1 986,  similarly  opined  that  the  sale  by  a  national  bank 
of  a  modified  form  of  vendors  single  interest  insur¬ 
ance,  and  vendors  double  interest  insurance,  re¬ 
spectively,  protecting  personal  property  serving  as 
loan  collateral,  were  permissible  banking  activities. 
And  a  June  17,  1993  interpretive  letter  concluded 
that  a  national  bank  may  sell  mechanical  breakdown 
insurance  on  motor  vehicles  securing  installment 
loans  made  by  the  bank. 

All  four  interpretive  letters  noted  that  the  sale  of  the 
insurance  in  question  was  closely  related  to  the  under¬ 
lying  credit  transactions.  In  each  instance,  the  bank 
was  protecting  itself  against  loss  in  the  value  of  the 
property  securing  its  installment  loans.  The  double 
vendors  interest  insurance  and  the  mechanical  break¬ 
down  insurance  programs,  addressed  in  one  of  the 
June  3,  1986  letters  and  in  the  June  17,  1993  letter, 
respectively,  offered  additional  protection  to  the  bor¬ 
rower  as  well  as  the  bank.  These  two  letters  observed 
that  by  protecting  the  borrower’s  interest  in  the  loan 
collateral,  the  insurance  made  it  more  likely  that  the 
borrower  would  be  able  to  repay  the  loan  in  a  timely 
manner.  Such  considerations  led  to  the  conclusion  that 
the  sales  of  insurance  relating  to  loan  collateral  were 
incidental  to  the  bank’s  secured  lending  and  therefore 
were  a  permissible  banking  activity.  See  also  Ala.  Ass’n 
of  Ins.  A.  v.  Bd.  of  Gov.  of  F.R.  Syst ,  533  F.2d  224,  244-45 
(5th  Cir.  1976)  (Bank  holding  companies  may  sell  prop¬ 
erty  damage  and  liability  insurance  in  connection  with 
their  subsidiary  banks’  secured  loans  because  the 
protection  of  the  lender  and  of  the  borrower  which 
resulted  were  closely  related  to  and  a  proper  incident 
of  the  underlying  credit  transactions). 


We  note  that  if  the  vehicle  service  contracts  were  la¬ 
belled  an  insurance  product,  your  proposal  would  fall 
precisely  within  the  scope  of  the  June  17,  1993  letter, 
which  concluded  that  sale  of  mechanical  breakdown 
insurance  on  motor  vehicles  securing  installment  loans 
made  by  a  bank  was  incidental  to  banking.  You  indi¬ 
cate,  however,  that  the  Ohio  Supreme  Court  in  Griffin 
Systems  v.  Dept,  of  Ins.,  60  Ohio  St.  3d  554  (1991)  has 
ruled  that  vehicle  service  contracts  which  compensate 
the  buyer  for  repairs  arising  from  a  mechanical  break¬ 
down  are  not  insurance  under  Ohio  law.  But  this  ruling 
does  not  alter  the  fact  that  the  functions  of  the  vehicle 
service  contracts  are  closely  related  to  the  underlying 
credit  transactions  regardless  of  how  they  might  be 
labelled  for  purposes  of  any  particular  state's  insurance 
law.  We  therefore  conclude  that  where,  as  is  the  case 
here,  a  contract  protects  the  value  of  collateral  securing 
financing  extended  by  the  bank  and  aids  in  the  collec¬ 
tion  of  a  particular  type  of  financing  extended  by  the 
bank,  the  bank’s  sale  of  such  a  contract  may  properly 
be  viewed  as  part  of  or  incidental  to  the  business  of 
banking  within  the  meaning  of  12  U.S.C.  24  (Seventh). 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 
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This  letter  responds  to  your  request  for  an  opinion  that 
national  banks  would  receive  favorable  consideration 
under  the  new  regulations  implementing  the  Commu¬ 
nity  Reinvestment  Act  (CRA),  12  U.S.C.  2901  et  seq., 
for  investments  in  the  stock  of  a  company  that  origi¬ 
nates  and  participates  in  loans  to  finance  the  construc¬ 
tion,  development  and  rehabilitation  of  affordable 
housing  units  for  occupancy  by  low-to-moderate  in¬ 
come  families  (“the  company”).  As  discussed  below, 
based  on  the  information  you  provided,  it  appears  that 
a  national  bank’s  lawful  investment1  in  the  company 
would  receive  favorable  consideration  under  the  new 
CRA  regulations  as  a  “qualified  investment.” 


The  scope  of  this  letter  is  limited  to  whether  investments  by  national 
banks  m  the  stock  of  the  company  would  receive  favorable  consid¬ 
eration  under  the  new  CRA  regulations.  This  letter  does  not  address 
whether  a  national  bank  may  lawfully  invest  in  the  stock  of  the 
comoan/  Please  note  that  the  authority  of  national  banks  to  make 
equity  investments  is  limited  See  12  U  S  C  24  (Seventh)  &  (Elev¬ 
enth)  12  CFR  1  t*,  24  Furthermore,  the  OCC  does  not  endorse 
particular  investment  opportunities  offered  to  national  banks 


As  you  know,  the  OCC,  the  Board  of  Governors  of  the 
Federal  Reserve,  the  Federal  Deposit  Insurance  Cor¬ 
poration,  and  the  Office  of  Thrift  Supervision  (collec¬ 
tively,  “the  agencies")  recently  published  in  the  Federal 
Register  new  regulations  implementing  the  CRA.  See 
60  Fed.  Reg.  22156  (May  4,  1 995).  The  new  regulations 
provide  different  assessment  methods  for  different 
classes  of  institutions.  Large  retail  institutions  are  as¬ 
sessed  primarily  based  on  their  performance  under 
three  tests:  a  lending  test,  an  investment  test,  and  a 
service  test.  Wholesale  and  limited  purposed  banks 
may  elect  to  be  assessed  under  a  community  develop¬ 
ment  test.  Small  institutions  are  generally  assessed 
under  a  streamlined  method.  Finally,  any  institution  can 
elect  to  be  evaluated  based  on  a  strategic  plan,  devel¬ 
oped  with  community  input  and  approved  by  the  insti¬ 
tution’s  primary  regulator.  See  generally  id.  at  22180  (to 
be  codified  at  12  CFR  25.21). 

The  new  regulations  provide  that  a  bank  generally  will 
be  rated,  in  part,  based  on  its  record  of  helping  to  meet 
the  credit  needs  of  its  assessment  area(s)  through 
qualified  investments  that  benefit  its  assessment 
area(s)  or  a  broader  statewide  or  regional  area  that 
includes  the  bank’s  assessment  area(s).  See  60  Fed. 
Reg.  22181  (to  be  codified  at  12  CFR  25.23).  In  addi¬ 
tion,  for  wholesale  and  limited  purpose  banks,  the  OCC 
will  consider  qualified  investments  that  benefit  areas 
outside  the  bank’s  assessment  area(s)  if  the  bank  has 
adequately  addressed  the  needs  of  its  assessment 
area(s).  See  id.  at  22182  (to  be  codified  at  12 
CFR  25.25(e)).  A  bank  that  is  approved  for  evaluation 
based  on  its  performance  under  a  strategic  plan  will 
receive  favorable  consideration  for  qualified  invest¬ 
ments  that  benefit  its  assessment  area(s)  only  if  the 
investments  were  included  within  the  measurable  goals 
for  the  plan.  See  generally  id.  at  22182-83  (to  be 
codified  at  12  CFR  25.26).  Finally,  small  banks  will 
generally  be  evaluated  under  a  streamlined  method 
that  does  not  require  qualified  investments  for  satisfac¬ 
tory  performance.  However,  qualified  investments  that 
benefit  the  bank’s  assessment  area(s)  would  be  con¬ 
sidered  favorably  under  the  streamlined  method.  See 
id.  at  22182  (to  be  codified  at  12  CFR  25.26(a)(1));  id. 
at  22188  (to  be  codified  as  Appendix  A(d)). 

“Qualified  investment”  is  defined  as  "a  lawful  invest¬ 
ment,  deposit,  membership  share,  or  grant  that  has  as 
its  primary  purpose  community  development."  60  Fed. 
Reg.  22180  (to  be  codified  at  1 2  CFR  25. 1 2(s)).  "Com¬ 
munity  development”  is  further  defined  as: 

(1)  Affordable  housing  (including  multifamily  rental 

housing)  for  low-  or  moderate-income  individuals; 

(2)  Community  services  targeted  to  low-  or  mod¬ 
erate-income  individuals; 
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(3)  Activities  that  promote  economic  development 
by  financing  businesses  or  farms  that  meet  the  size 
eligibility  standards  of  1 3  CFR  121 .802(a)(2)  or  have 
gross  annual  revenues  of  $1  million  or  less;  or 

(4)  Activities  that  revitalize  or  stabilize  low-  or 
moderate-income  geographies. 

Id.  at  22179  (to  be  codified  at  12  CFR  25.12(h)).  The 
concept  of  “primary  purpose”  is  not  further  defined; 
however,  it  would  commonly  be  understood  to  mean 
that  the  main  purpose  of  the  investment  activity  is 
community  development. 

The  regulations  define  “low-income”  as  “an  individual 
income  that  is  less  than  50  percent  of  the  area  median 
income,  or  a  median  family  income  that  is  less  than  50 
percent,  in  the  case  of  a  geography.”  60  Fed.  Reg. 
22179  (to  be  codified  at  12  CFR  25.12(n)).  “Moderate- 
income”  is  defined  as  “an  individual  income  that  is  at 
least  50  percent  and  less  than  80  percent  of  the  area 
median  income,  or  a  median  family  income  that  is  at 
least  50  and  less  than  80  percent,  in  the  case  of  a 
geography.”  Id. 

The  draft  Private  Placement  Memorandum  of  the  Com¬ 
pany  states  that  its  sole  business  will  be: 

[T]o  seek  to  identify,  originate  and  otherwise  par¬ 
ticipate  in  the  construction  and  development  of 
new  and  rehabilitated  “Affordable  Housing”  units 
for  occupancy  by  low-to-moderate  income  fami¬ 
lies  as  both  tenants  as  well  as  immediate  or  future 
owners.  The  sole  business  of  the  Company  will  be 
to  originate  and/or  participate  in  providing  first 
and/or  subordinate  construction  and  medium 
term  loans  (not  exceeding  five  (5)  years  in  dura¬ 
tion)  both  to  “for  profit”  as  well  as  “not-for-profit” 
constructors,  rehabilitators  and/or  developers  of 
Affordable  Housing  units. 

Private  Placement  Memorandum  at  8. 

“Affordable  Housing”  is  generally  defined  in  the  Private 
Placement  Memorandum  as: 

[Pjrimary  residential  housing  for  occupancy  by 
persons  and  families  not  earning  in  excess  of  80 
percent  of  median  income  for  a  given  geographic 
area  as  determined  by  the  U.S.  Census,  although 
some  subsidized  and  unsubsidized  U.S.  and 
state  financing  programs  define  such  term  differ¬ 
ently  for  different  loan  and  program  purposes.  The 
company  may  also  participate  in  such  loans,  but 
at  no  time  will  low-  and  moderate-income  borrow¬ 
ers  comprise  less  than  51  percent  of  any  one 
project  undertaken  by  the  company. 


Private  Placement  Memorandum  at  8-9. 

Based  on  this  information,  assuming  the  company  op¬ 
erates  as  described  in  the  Private  Placement  Memoran¬ 
dum,  it  appears  that  a  lawful  equity  investment  in  the 
company  would  be  considered  a  qualified  investment. 
The  investment  would  have  as  its  primary  purpose 
community  development  because  at  least  51  percent 
of  the  housing  financed  would  be  affordable  to  low-  or 
moderate-income  individuals. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 
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This  letter  responds  to  your  inquiry  regarding  the  appli¬ 
cation  of  the  Community  Reinvestment  Act  (CRA)  to 
investments  by  national  banks  in  a  nationally  chartered 
bank  with  a  community  development  focus. 

The  regulation  governing  the  CRA,  12  CFR  25,  was 
revised  substantially  in  May  1995.  See  60  Fed.  Reg. 
22156  (May  4,  1995).  There  are  a  number  of  phase-in 
dates  for  the  regulatory  provisions,  depending  on  the 
size  of  the  institution  and  the  regulatory  requirement. 
See  12  CFR  25.51,  60  Fed.  Reg.  22186.  Due  to  the 
phase-in  period,  this  letter  addresses  the  implications 
of  both  the  old  and  new  CRA  rules. 

As  described  in  more  detail  below,  lawful  investments  by 
national  banks  in  a  nationally  chartered  bank  with  a  commu¬ 
nity  development  focus  would  generally  receive  favorable 
consideration  under  both  the  old  and  the  new  regulations. 

Proposal 

Under  your  proposal,  national  banks  will  invest  start-up 
capital  in  a  national  bank  with  a  community  development 
focus  (CDB).  The  CDB,  which  will  meet  the  requirements 
for  investments  that  primarily  promote  the  public  welfare 
set  out  in  12  CFR  24,  will  serve  residents  and  businesses 
of  a  city's  underserved  low-  and  moderate-income  neigh¬ 
borhoods  by  providing  targeted  credit  products,  deposi¬ 
tory  services,  and  outreach  programs.  The  national 
banks'  investments  will  be  made  through  the  purchase  of 
shares  in  the  CDB  and  will  not  be  guaranteed.1 

^he  authority  for  national  banks  to  make  investments  in  community 
development  banks  and  other  community  development  financial 
institutions  that  primarily  promote  the  public  welfare  is  found  in  12 
CFR  24,  which  implements  12  U.S  C  24  (Eleventh)  Under  Part  24, 
these  investments  are  included  within  the  defition  of  community 
development  projects.  See  12  CFR  24.2(e) 


It  is  anticipated  that  the  CDB's  loan  activity  will  start  out 
at  a  relatively  low  level  and  will  increase  significantly 
each  year  over  the  first  five  years  of  operation,  as 
demand  for  loans  and  the  CDB’s  deposit  base  in¬ 
crease.  During  the  initial  years,  when  the  loan-to-asset 
ratio  is  low,  a  large  proportion  of  assets  is  expected  to 
be  invested  in  securities. 

Old  Rule 

The  old  rule  lists  twelve  assessment  factors  that  are  used 
in  assessing  CRA  performance.  At  least  two  of  these 
factors  provide  a  basis  for  examiners  to  give  considera¬ 
tion  to  a  national  bank’s  investment  in  the  CDB  if  it  serves 
the  bank’s  delineated  community.  First,  12  CFR  25.7(h) 
provides  that  the  OCC  will  consider  a  bank’s  “participa¬ 
tion,  including  investments,  in  local  community  develop¬ 
ment  and  redevelopment  projects  or  programs.”  An 
investment  in  the  CDB  would  be  considered  a  community 
development  project.  Second,  12  CFR  25.7(1)  allows  the 
OCC  to  consider  other  factors  that  reasonably  bear  upon 
the  extent  to  which  a  national  bank  is  helping  to  meet  the 
credit  needs  of  its  entire  community.  Under  this  authority, 
OCC  examiners  would  consider  favorably  investments  in 
a  CDB,  which  would  target  communities  in  the  investing 
bank’s  delineated  community  that  have  underserved 
credit  needs.2 

New  Rule 

The  new  CRA  rule  provides  a  more  detailed  framework 
for  assessment  of  a  bank’s  CRA  performance.  The  new 
rule  sets  out  a  number  of  different  tests  for  examiners  to 
use,  depending  on  the  type  of  activity  and  the  size  and 
type  of  institution.  You  have  inquired  specifically  about  the 
application  of  the  lending,  investment  and  service  per¬ 
formance  tests.  Under  the  new  rule,  these  performance 
tests  generally  will  be  used  to  evaluate  large,  retail  insti¬ 
tutions,  those  with  assets  of  more  than  $250  million  or  in 
holding  companies  with  bank  and  thrift  assets  of  more 
than  $1  billion.  The  overall  CRA  rating  for  a  large,  retail 
institution  is  based  on  ratings  on  each  of  these  tests. 
These  tests  are  not  applied  to  small  institutions,  wholesale 
or  limited  purpose  institutions  or  to  institutions  which  opt 
to  comply  with  CRA  by  developing  a  strategic  plan. 
Flowever,  the  performance  of  these  institutions  in  provid¬ 


er  additional  guidance  on  the  application  of  the  old  CRA  rule,  see 
OCC  Banking  Bulletin  93-11,  published  March  5,  1993,  which  pro¬ 
vides  interagency  questions  and  answers  regarding  CRA  Question 
18  explains  that  equity  investments  in  public  purpose  corporations 
that  are  chartered  to  carry  out  activities  to  benefit  low-  and  moder¬ 
ate  ncome  areas  and  residents  or  small  businesses  would  receive 
consideration  under  the  old  CRA  rule  Question  17  clarifies  that 
activities  m  addition  to  lending  are  considered  in  the  CRA  evaluation, 
noting  that  the  agencies  will  consider  the  institution's  involvement 
•hrough  investment  or  other  contributions  in  a  local  community  de¬ 
velopment  project " 


ing  lending,  investment  and  services  will  also  be  con¬ 
sidered  in  determining  their  CRA  ratings. 

Although  the  new  rule  identifies  a  variety  of  specific 
tests  and  objective  measurement  tools,  evaluation  of  a 
bank’s  performance  still  depends  significantly  on  ex¬ 
aminer  judgment.  The  fundamental  determination  that 
an  examiner  must  make  in  regard  to  an  investment  is 
the  extent  to  which  it  contributes  to  a  bank’s  overall 
record  of  helping  to  meet  credit  needs  in  its  assessment 
area.  That  determination  will  not  depend  materially  on 
whether  the  investment  is  evaluated  under  the  lending 
test,  the  investment  test,  or  both. 

In  evaluating  a  national  bank’s  CRA  performance  under  the 
new  rule,  the  OCC  will  look  for  measurable  evidence  that 
an  institution  is  working  to  help  meet  the  credit  needs  of  its 
entire  community.  An  investment  in  an  entity  that  is  targeted 
to  sen/e  some  of  the  most  pressing  credit  and  community 
development  needs  in  the  bank’s  community  will  certainly 
be  considered  favorably  in  CRA  examinations. 

Detailed  guidance  is  provided  below  on  each  of  your 
four  questions  relating  to  how  community  development 
investments  will  be  evaluated  under  the  lending,  invest¬ 
ment  and  service  tests. 

A .  Whether  a  national  bank  may  choose  to  receive 
“credit”  under  the  lending,  the  investment,  and 
the  service  tests  of  the  CRA. 

As  described  more  fully  below,  a  national  bank  can 
choose  to  have  its  investment  in  the  CDB  evaluated 
entirely  under  the  investment  test,  entirely  under  the 
lending  test  or  under  both,  with  a  portion  of  the  invest¬ 
ment  allocated  to  each  test.  The  service  test,  however, 
evaluates  services  that  national  banks  provide  directly, 
not  monetary  investments. 

The  lending  test  evaluates  a  bank’s  lending  activities 
by  considering  a  bank’s  purchase  or  origination  of 
home  mortgage,  small  business,  small  farm,  commu¬ 
nity  development,  and,  in  some  instances,  consumer 
loans.  Among  the  performance  criteria  considered  in 
the  lending  test  is  a  bank’s  community  development 
lending,  including  the  number  and  amount  of  commu¬ 
nity  development  loans  and  their  complexity  and  inno¬ 
vativeness.  See  12  CFR  25.22(b)(4),  60  Fed.  Reg. 
22181.  A  “community  development  loan”  must  have 
community  development  as  its  primary  purpose  3  In 


3Community  development  is  defined  in  the  new  rule  to  include  (1) 
affordable  housing  (including  multifamily  rental  housing)  for  low-  or 
moderate-income  individuals,  (2)  community  services  targeted  to 
low-  or  moderate-income  individuals,  (3)  activities  that  promote  eco¬ 
nomic  development  by  financing  small  businesses  or  farms,  or  (4) 
activities  that  revitalize  or  stabilize  low-  or  moderate-income  geoqru 
phies  See  12  CFR  25  12(h),  60  Fed  Reg  22179 
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addition,  to  be  considered  under  the  lending  test,  com¬ 
munity  development  loans  must  benefit  an  area  that 
includes  the  bank’s  assessment  area.  See  12 
CFR  25.12,  60  Fed.  Reg.  22179.  The  new  rule  allows  a 
bank  that  invests  in  a  community  development  financial 
institution  (CDFI)  or  other  entity  that  uses  a  bank’s 
investment  to  make  loans,  such  as  the  CDB,  to  receive 
consideration  under  the  lending  test  for  its  pro-rata 
share  of  community  development  loans  made  by  the 
CDFI  or  other  entity. 

The  investment  test  evaluates  a  bank’s  number  and 
amount  of  qualified  investments,  the  innovativeness  or 
complexity  of  its  qualified  investments,  the  responsive¬ 
ness  of  the  qualified  investments  to  credit  and  commu¬ 
nity  development  needs,  and  the  degree  to  which  the 
qualified  investments  are  not  routinely  provided  by 
private  investors.  See  12  CFR  25.23(e),  60  Fed.  Reg. 
22181.  Qualified  investments  include  lawful  invest¬ 
ments,  deposits,  membership  shares  or  grants  that 
have  as  their  primary  purpose  community  develop¬ 
ment.  12  CFR  25.12(s),  60  Fed.  Reg.  22180.  To  be 
considered  under  the  investment  test,  qualified  invest¬ 
ments  must  benefit  an  area  that  includes  the  bank’s 
assessment  area.  See  12  CFR  25.23(a),  60  Fed.  Reg. 
22181.  Qualified  investments  include,  but  are  not  lim¬ 
ited  to,  investments  in  CDFIs  that  primarily  lend  in  low- 
and  moderate-income  areas  or  to  low-  and  moderate- 
income  individuals  to  promote  community  develop¬ 
ment  and  investments  in  state  and  municipal 
obligations  that  specifically  support  community  devel¬ 
opment.  See  60  Fed.  Reg.  22162  n.3. 

The  service  test  evaluates  both  the  availability  and 
effectiveness  of  a  bank’s  systems  for  delivering  retail 
banking  services  and  the  extent  and  innovativeness  of 
its  community  development  services.  A  “community 
development  service”  has  as  its  primary  purpose  com¬ 
munity  development  and  is  related  to  the  provision  of 
financial  services.  12CFR25.12(j),60Fed.  Reg.  22179. 
Examples  of  community  development  services  include, 
among  other  things,  providing  technical  expertise  for 
not-for-profit  organizations  serving  low-  or  moderate-in¬ 
come  housing  needs  and  providing  credit  counseling. 
See  60  Fed.  Reg.  22160  n.  2.  Flowever,  community 
development  services  do  not  include  monetary  invest¬ 
ments  in  third  parties  that  perform  banking  services, 
such  as  the  CDB.4  Of  course,  the  CDB  will  receive 


4The  rule  explicitly  provides  that  a  bank  can  receive  consideration 
under  the  lending  test  for  lending  by  a  consortium  or  third  party  in 
which  the  bank  participates  or  invests.  See  12  CFR  25.22(d),  60  Fed 
Reg.  22181.  The  rule  does  not  similarly  provide  that  a  bank  can 
receive  credit  for  services  by  a  third  party.  See  12  CFR  25.24,  60  Fed. 
Reg.  22181-82.  The  preamble  to  the  final  rule  states  that  investments 
in  third  party  community  development  organizations  may  be  treated 
as  either  qualified  investments  or  as  community  development  loans. 
There  is  no  mention  of  giving  consideration  for  services  that  might 
be  provided  by  the  third  party  institution.  See  60  Fed.  Reg  22166-67 


consideration  in  its  own  CRA  evaluation  for  the  services 
that  it  provides  with  the  capital  it  raises  from  investors. 
Similarly,  an  investing  bank  will  receive  consideration 
for  services  that  it  provides  directly.  These  services 
could  include  services  that  it  donates  to  a  third  party  to 
promote  community  development,  such  as  an  execu¬ 
tive  loaned  to  the  CDB.  60  Fed.  Reg.  22160  &  n.2. 

B .  Whether  a  national  bank  investor  may  receive 
“credit”  for  a  pro-rata  share  of  the  community 
development  loans  made  by  a  community  de¬ 
velopment  bank  under  the  lending  test  and 
claim  the  balance  of  the  investment  under  the 
investment  test. 

As  noted  above,  a  bank  can  choose  to  have  a  portion 
of  its  investment  evaluated  under  the  lending  test  and 
a  portion  evaluated  under  the  investment  test.  However, 
in  so  doing,  the  bank  must  provide  the  OCC  with  the 
necessary  information  to  calculate  the  appropriate 
breakdown. 

Under  the  investment  test,  a  bank  receives  considera¬ 
tion  only  for  its  own  investment  and  not  for  investments 
made  by  a  third  party  in  which  it  has  invested.  There¬ 
fore,  a  bank  can  receive  consideration  only  up  to  the 
actual  amount  of  money  it  has  invested.  For  example, 
assume  a  bank  invests  $1  million  in  the  CDB,  which  has 
a  total  capitalization  of  $10  million,  and  the  CDB  holds 
$15  million  in  qualified  investments.  The  maximum 
amount  of  qualified  investment  that  would  be  consid¬ 
ered  in  the  evaluation  of  the  investing  bank  would  be 
$1  million. 

If  the  investing  bank  opts  to  have  a  portion  of  its 
investment  evaluated  under  the  lending  test  by  claim¬ 
ing  a  share  of  the  CDB’s  loans  as  community  develop¬ 
ment  loans,  the  amount  of  investment  considered  under 
the  investment  test  would  be  offset  by  that  portion.  The 
amount  of  the  offset  would  be  determined  by  the  per¬ 
centage  of  assets  of  the  CDB  that  are  attributable  to 
loans  as  compared  to  other  assets.  For  example,  if 
loans  composed  40  percent  of  the  CDB’s  assets,  and 
the  investing  bank  requested  consideration  of  its  pro¬ 
rata  share  of  these  loans  in  its  lending  test  evaluation, 
the  bank  could  receive  consideration  for  only  60  per¬ 
cent  ($600,000)  of  its  investment  in  the  CDB  in  its 
investment  test  evaluation.  In  addition,  to  receive  favor¬ 
able  consideration,  the  bank  would  have  to  provide 
information  indicating  that  the  non-loan  assets  of  the 
CDB  are  composed  substantially  of  qualified  invest¬ 
ments. 

Under  the  lending  test,  the  investing  bank  would  re¬ 
ceive  consideration  for  its  pro  rata  share  of  loans  made 
by  the  CDB  that  qualify  as  community  development 
loans.  If  the  CDB  had  originated  and  purchased  $8 
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million  of  these  loans,  the  investing  bank  would  receive 
consideration  for  $800,000,  because  it  contributed  10 
percent  of  the  capital  of  the  CDB. 

C  Whether  in  determining  the  pro  rata  share  of 
community  development  loans,  it  is  appropri¬ 
ate  to  consider  originations  and  purchases,  as 
well  as  other  data  that  the  OCC  may  consider 
under  the  lending  test. 

The  OCC  considers  originations  and  purchases  when 
determining  the  investing  bank’s  pro-rata  share  of 
loans.  See  1 2  CFR  25.22(a)(2),  60  Fed.  Reg.  22180.  The 
OCC  will  also  consider  any  lending  data  that  the  invest¬ 
ing  bank  wishes  to  provide  which  can  provide  insight 
into  the  impact  of  the  investment  on  the  CDB’s  commu¬ 
nity  development  lending.  In  contrast,  under  the  invest¬ 
ment  test,  the  OCC  considers  outstanding  investments. 
Thus,  an  investing  bank  receives  consideration  for  an 
investment  for  each  examination  period  in  which  an 
investment  is  made  or  held. 

D.  Whether  a  national  bank  investor  would  re¬ 
ceive  enhanced  “credit”  for  its  investment  in  a 
community  development  bank. 

As  noted  above,  a  bank’s  qualified  investments  are 
evaluated  under  the  investment  test  based  on  factors 
including  the  innovativeness  and  complexity  of  the 
investment,  the  responsiveness  to  community  credit 
needs,  and  the  degree  to  which  the  investment  is  not 
routinely  provided.  See  12  CFR  25.23(e),  60  Fed.  Reg. 
22181. 

A  newly  formed  CDFI  could  be  deemed  innovative  and 
complex,  depending  on  the  mission  and  capacity  of  the 
particular  CDFI.  An  insured  CDFI,  like  the  CDB,  would 
generally  be  more  complex  than  an  uninsured  CDFI, 
like  a  consortium  or  loan  fund.  If  a  CDFI  were  formed  in 
an  area  where  there  were  few  other  active  institutions, 
or  provided  loans,  investments  and  services  that  were 
lacking,  an  investing  bank  could  receive  consideration 
for  the  fact  that  its  investment  has  not  been  routinely 
provided  by  other  investors.  The  case  for  favorable 
consideration  under  these  factors  would  be  especially 
strong  for  start-up  investors  who  commit  to  provide  a 
firm  source  of  capital,  as  opposed  to  depositors  or 
grant  providers.  Similarly,  a  CDFI  could  provide  an 
effective  vehicle  for  a  bank  investor  to  demonstrate 
responsiveness  to  credit  and  community  development 
needs  However,  the  OCC  cannot  conclude  that  a 
proposed  CDFI  will  actually  fulfill  these  conditions  until 
after  the  CDFI  is  operating  and  has  demonstrated  its 
performance  Examiners  will  consider  any  information 
that  an  investing  bank  provides  to  demonstrate  the 
uniqueness,  complexity,  and  responsiveness  of  the 
activities  of  a  CDFI  in  which  the  bank  has  invested. 


As  discussed  above,  investing  banks  can  receive  con¬ 
sideration  under  the  lending  test  of  their  pro-rata  share 
of  community  development  loans  originated  or  pur¬ 
chased  by  the  CDFI.  Those  loans  will  be  evaluated  to 
determine  whether  they  are  particularly  complex  or 
innovative.  See  12  CFR  25.22(b)(4),  60  Fed.  Reg. 
22181.  Examiners  will  reflect  that  determination  in  their 
judgment  about  the  investing  bank’s  community  devel¬ 
opment  lending  performance. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law 
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Re:  Proposed  Branch  Advertising  and  Naming  Rule/ 
7  Tex.  Admin.  Code  3.92 

This  is  in  response  to  your  inquiry,  raised  in  your  letters 
of  June  1 7, 1 994,  to  Randall  Ryskamp,  and  October  24, 
1994,  to  Dean  Marriott  (respectively,  the  District  Coun¬ 
sel  and  Deputy  Comptroller  of  the  OCC’s  Southwestern 
District  Office),  and  subsequently  discussed  in  tele¬ 
phone  conversations  with  OCC  legal  staff,  whether 
federal  law  preempts  the  application  to  national  banks 
of  a  state  regulation  relating  to  the  signs  and  advertising 
used  to  identify  branch  banking  facilities  located  in 
Texas.  In  our  opinion,  for  the  reasons  discussed  below, 
we  believe  that  the  regulation  in  question  is  not  preemp¬ 
ted  by  federal  law  and  is  applicable  to  national  banks. 

Background 

On  August  19,  1994,  the  Texas  State  Finance  Commis¬ 
sion  adopted  Rule  3.92  (“Rule”)  entitled  “Naming  and 
Advertising  of  Branch  Facilities.”1  The  Rule  was 
adopted  pursuant  to  Texas  Civil  Statutes  342-917, 
“Identification  of  Facilities,”  which  generally  provides 
that  a  bank  may  not  use  any  form  of  advertising  that 
implies  or  tends  to  imply  that  a  branch  facility  is  a 
separate  bank.2  The  preamble  to  the  Rule  states  that 


'Your  letter  to  Mr.  Ryskamp  referred  to  the  “revised  proposed  rule" 
that  was  then  scheduled  for  publication  in  the  June  28th  issue  of  the 
Texas  Register.  Since  that  time,  the  Rule  has  been  published  and 
adopted  by  the  State  Finance  Commission.  It  became  effective  on 
September  13,  1994. 

2  Sec.  342-917  provides: 

A  bank  may  not  use  a  form  of  advertising,  including  a  sign  or  printed 
or  broadcast  material,  that  implies  or  tends  to  imply  that  a  branch 
facility  is  a  separately  chartered  or  organized  bank  A  sign  at  a  branch 
facility  and  all  official  bank  documents,  including  checks,  cashier's 
checks,  loan  applications,  and  certificates  of  deposit,  must  bear  the 
name  of  the  principal  bank  and  if  a  separate  branch  name  is  used 
must  identify  the  facility  as  a  branch 
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the  Texas  legislature,  in  regulating  identification  of  branch 
facilities,  had  two  substantive  purposes.  One  was  the 
possibility  that  unfair  and  misleading  competition  could 
result  if  a  failed  bank  is  taken  over  by  another  institution 
which  continues  to  represent  and  advertise  the  resulting 
branch  as  the  original  failed  institution.  The  second  was 
that  depositors  could  exceed  the  limits  of  Federal  Deposit 
Insurance  Corporation  insurance  coverage  by  uninten¬ 
tionally  depositing  excess  amounts  in  two  branches  of  the 
same  bank  in  the  mistaken  belief  that  they  were  two 
different  banks.  The  Rule,  which  was  published  for  public 
comment,  states  that  enforcement  authority  with  respect 
to  national  banks  is  vested  in  the  OCC. 

The  Rule,  like  the  statute,  prohibits  advertising  of  a 
branch  facility  in  a  manner  which  implies  or  fosters  the 
perception  that  a  branch  facility  is  a  separate  bank. 
However,  it  is  longer  and  far  more  explicit  than  the 
statute  in  identifying  prohibited  signage  and  advertis¬ 
ing  and  provides  specific  guidance  in  certain  situations 
characterized  as  misleading.  While  the  Rule  applies  to 
all  state  and  national  banks  domiciled  in  Texas,  its 
provisions  and  prohibitions  would  most  directly  affect 
those  banks  that  have  what  might  be  termed  a  generic 
name  followed  by  a  geographic  modifier  (e.g.,  First 
National  Bank  of  Dallas,  Second  State  Bank  of  Austin), 
rather  than  what  the  Rule  terms  a  “unique  legal  name” 
such  as  “Jones  National  Bank”  or  “Smith  Bank.”  The 
principal  provisions  of  the  Rule  include  the  following: 

1 .  Upon  acquisition  of  one  bank  to  serve  as  a  branch 
of  another  bank,  use  of  the  prior  name  of  the  extin¬ 
guished  bank  to  identify  the  acquired  bank  facility  is 
prohibited.  This  prohibition  applies  to  signs,  advertis¬ 
ing,  and  bank  documents. 

2.  A  sign  directing  the  public  to  a  branch  facility  must 
contain  either  the  legal  name  of  the  bank  or  a  unique 
logo,  trademark  or  service  mark  of  the  bank.  If  a  sepa¬ 
rate  identifying  name  is  used  for  the  branch  facility  that 
either  contains  the  word  “bank”  or  does  not  contain  the 
word  “branch”  and  further  does  not  identify  the  facility 
as  a  branch,  then  an  additional  sign  at  the  branch 
facility  must  identify  the  legal  name  of  the  bank  and 
identify  the  facility  as  a  branch.  This  additional  sign 
could,  for  example,  consist  of  lettering  on  the  entrance 
door  or  any  other  lettering  visible  to  the  public. 

3.  The  legal  name  of  a  bank  is  the  full  bank  name  as 
reflected  in  its  charter,  except  that  in  signs  and  adver¬ 
tising  a  bank  may  omit  terms  which  are  either  indicators 
of  corporate  status  (N.A.,  Inc.,  Corp.,  L.B.A.)  or  geo¬ 
graphic  modifiers.  However,  where  a  bank  without  a 
unique  legal  name  proposes  to  establish  a  branch 
facility  (other  than  one  within  the  city  of  domicile)  within 
the  same  city  as  or  within  a  thirty-mile  radius  of  a 
pre-existing  facility  of  a  bank  with  the  same  or  substan¬ 


tially  similar  legal  name,  the  bank  must  either  include 
the  geographic  modifier  on  its  signs,  disclose  the  city 
of  its  domicile  on  all  signs  directing  the  public  to  the 
branch,  or  else  put  up  a  separate  sign  notifying  the 
public  that  the  facility  is  a  branch. 

For  example,  a  bank  called  First  National  Bank  of  Austin 
could  put  up  branches  within  the  city  of  Austin  with 
signs  saying  merely  “First  National  Bank.”  However,  if 
the  bank  wishes  to  open  a  branch  in  San  Antonio,  and 
another  bank  called  First  National  Bank  of  San  Antonio 
already  exists,  the  First  National  Bank  of  Austin  would 
be  required  under  the  Rule  to  have  signs  reading  either 
“First  National  Bank  of  Austin”  or  something  like  “First 
National  Bank,  San  Antonio  Branch.”  Alternatively,  it 
could  have  a  sign  that  said  merely  “First  National  Bank” 
provided  that  another  sign,  or  lettering  on  the  door,  or 
anywhere  visible  to  the  public,  clearly  identified  the 
facility  as  a  branch  or  gave  the  domicile  of  the  bank,  or 
both.  In  this  case,  the  second  sign  might  say  “San 
Antonio  branch”  or  “a  branch  of  First  National  Bank  of 
Austin.”  However,  the  bank  would  be  in  violation  of  the 
Rule  if  it  only  had  signs  saying  “First  National  Bank”  or 
“First  National  Bank,  San  Antonio”  because  there  is  no 
disclosure  to  the  public  that  the  facility  is  a  branch. 

4.  If  a  bank  without  a  unique  legal  name  chooses  not  to 
place  the  signs  as  described  in  the  foregoing  para¬ 
graph,  then  the  Rule  requires  that  it  provide  notice  to 
all  pre-existing  bank  facilities  of  other  banks  within  the 
same  banking  market  as  the  proposed  branch  location 
that  have  the  same  or  substantially  similar  legal  name, 
disregarding  geographic  modifiers,  specifically  advis¬ 
ing  the  recipient  of  the  name  to  be  used  in  connection 
with  the  proposed  branch  facility.  Banks  so  notified  then 
have  the  opportunity  to  file  a  protest  regarding  the 
name  of  the  proposed  branch. 

For  example,  if  a  bank  called  First  National  Bank  of 
Austin  did  not  wish  to  put  up  the  requisite  signs  (as 
discussed  above)  for  its  branch  in  San  Antonio,  it 
would,  under  the  Rule,  be  required  to  search  the  San 
Antonio  banking  market  and  provide  notice  of  its  pro¬ 
posed  branch  to  other  banks  named  “First  National 
Bank”  or  “First  National  Bank  of  San  Antonio.”  The 
banks  so  notified  would  then  have  an  opportunity  to  file 
a  protest  with  your  office  (for  state  banks)  or  with  the 
OCC  (for  national  banks). 

You  have  indicated  your  expectation  that  few  banks  will 
choose  the  notification  alternative.  It  is  your  view,  and 
in  fact  the  goal  of  the  Rule,  that  banks  in  Texas  will 
choose  to  put  up  clarifying  signs  to  identify  for  the 
public  which  bank  facilities  are  branches. 

5.  While  banks  in  Texas  are  permitted,  like  other  busi¬ 
nesses,  to  operate  under  an  assumed  or  professional 
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name,  they  may  not  use  an  assumed  name  to  evade 
the  Rule. 

The  Texas  Assumed  Business  or  Professional  Name 
Act,  Texas  Business  and  Commerce  Code,  Chapter  36, 
permits  banks  and  other  businesses  to  operate  under 
a  business  or  assumed  name  provided  certain  docu¬ 
ments  are  filed  with  appropriate  Texas  authorities.  How¬ 
ever,  permission  to  operate  under  an  assumed  name 
would  not  dispel  a  bank’s  obligation  under  the  Rule  to 
identify  its  branch  facilities  to  the  public.  Therefore, 
even  if  the  above-mentioned  First  National  Bank  of 
Austin  had  properly  assumed  the  name  “First  National 
Bank,”  it  would  still,  with  respect  to  its  branches,  be 
required  under  the  Rule  to  put  up  the  signs  discussed 
in  H  3,  supra,  or  provide  the  notification  described  in  H  4, 
supra. 

6.  The  Rule  does  not  prescribe  such  specifics  as  num¬ 
ber,  size,  or  location  of  signs,  size  of  lettering,  and  so 
on.  Further,  it  does  not  require  that  branch  names, 
signs,  or  advertising  be  approved  by  any  regulatory 
authority.  You  have  stated  that  the  goal  of  the  Rule  is 
simply  that  the  public  be  advised  which  bank  facilities 
are  branches,  and  that  any  signs,  or  combination  of 
signs,  reasonably  making  such  identification  will  be 
permissible. 

Discussion 

The  question  of  the  extent  to  which  national  banks  are 
subject  to  state  laws  has  existed  since  the  inception  of 
the  first  National  Bank  Act  in  1863.  Under  the  dual 
banking  system,  all  banks,  including  national  banks, 
are  subject  to  the  laws  of  the  state  in  which  they  are 
located  unless  those  state  laws  are  preempted  by 
federal  law  or  regulation.  The  basic  premise,  expressed 
numerous  times  by  the  United  States  Supreme  Court, 
is: 

that  the  national  banks  organized  under  the  Acts 
of  Congress  are  subject  to  state  legislation,  ex¬ 
cept  where  such  legislation  is  in  conflict  with  some 
Act  of  Congress,  or  where  it  tends  to  impair  or 
destroy  the  utility  of  such  banks,  as  agents  or 
instrumentalities  of  the  United  States,  or  interferes 
with  the  purposes  of  their  creation. 

Waite  v.  Dowley,  94  U.S.  527,  533  (1877).  See  also 
Davis  v.  Elmira  Savings  Bank,  161  U.S.  275  (1896); 
Anderson  National  Bank  v.  Luckett,  321  U.S.  233,  248 
(1944).  Banking  is  the  subject  of  comprehensive  regu¬ 
lation  at  both  the  federal  and  state  level  and  the  valid 
e/ercise  of  concurrent  powers  is  the  general  rule  unless 
the  state  law  is  preempted.  State  law  applicable  to 
national  banks  will  generally  be  presumed  valid  unless 
it  conflicts  with  federal  law,  frustrates  the  purpose  for 


which  national  banks  were  created,  or  impairs  their 
efficiency  to  discharge  the  duties  imposed  upon  them 
by  federal  law.  National  State  Bank,  Elizabeth,  N.J.  v. 
Long,  630  F.  2d  981 , 987  (3d  Cir.  1980);  see,  generally, 
Michie  on  Banks  and  Banking,  Vol.  7  H  5  (1989  Repl.) 
This  principle  applies  to  substantive  state  regulations 
as  well  as  state  statutes,  since  it  is  well  established  that 
a  rule  or  regulation  of  a  public  administrative  body,  duly 
promulgated  or  adopted  in  pursuance  of  properly  dele¬ 
gated  authority,  has  the  force  and  effect  of  law.  See 
generally,  73  C.J.S.  “Public  Administrative  Bodies  and 
Procedures,”  §97. 

In  this  instance,  neither  the  Texas  statute  (Art.  342-917) 
nor  the  Rule  is  in  conflict  with  any  federal  law,  since  no 
provision  under  the  national  banking  laws  governs  na¬ 
tional  bank  names  or  requires  their  approval  by  a 
federal  authority.  On  the  contrary,  while  the  national 
banking  laws  did  govern  this  issue  at  one  time,  Con¬ 
gress  changed  the  law  in  1982  and  left  little  doubt  of  its 
intent  that  approval  of  national  bank  names  (except  for 
registered  trademarks)  not  be  subject  to  federal  regu¬ 
lation. 

Prior  to  1982,  a  national  bank  was  required,  pursuant 
to  1 2  U.S. C.  22  and  30,  to  obtain  approval  from  the  OCC 
both  for  its  initial  name  and  for  subsequent  name 
changes.  However,  the  Garn-St  Germain  Depository 
Institutions  Act  of  1982  amended  Sections  22  and  30 
to  delete  this  requirement  for  OCC  approval  of  bank 
name  or  name  change.  P.L.  No.  320,  97th  Cong.,  2d 
Sess.,  405,  96  Stat.  1469,  1512  (1982).  The  Senate 
Report  accompanying  this  change  gave  the  following 
explanation: 

Comptroller  approval  for  bank  name  changes  will 
no  longer  be  required.  There  exists  little  supervi¬ 
sory  interest  in  the  name  of  a  particular  bank. 
Federal  approval  procedures  are  to  be  replaced 
by  a  simple  notice  requirement.  Any  confusion 
between  bank  names  shall  be  resolved  under 
other  laws,  including  the  federal  Lanham  Act  and 
state  statutory  and  common  law  principles  of  un¬ 
fair  competition.  S.  Rep.  No.  536,  97th  Cong.,  2d 
Sess.  28,  reprinted  in  1982  U.S.  Code  Cong.  &  Ad. 
News  3054,  3082. 3 

OCC  regulations  were  amended  accordingly  to  provide 
that  the  OCC  would  simply  receive  notice  of  the  initial 


q 

The  Lanham  Act  is  a  common  name  for  the  Trademark  Act  of  1946. 
15  USC  1051  et  seq  .  which  gives  federal  courts  jurisdiction  over 
trademarks  and  trade  names  registered  with  the  United  States  Patent 
Office  It  has  no  direct  relevance  to  the  present  discussion 
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name  and  subsequent  name  changes.  12  CFR  5. 42. 4 5 
The  only  explicit  requirement  remaining  under  the  na¬ 
tional  banking  laws  is  that  bank  names,  whether  new  or 
revised,  include  the  word  “national.”  12  U.S.C.  22  and 
30(a).  Congress  has  thus  made  clear  its  intention  that 
issues  related  to  the  names  of  national  banks  are  sub¬ 
ject  to  state  law. 

Since  these  1982  amendments,  the  OCC’s  policy  on 
this  matter  is  that  the  naming  of  a  national  bank,  or  of  a 
branch  office  of  a  national  bank,  is  primarily  a  business 
decision  of  the  bank,  subject  to  applicable  state  law. 
However,  should  the  OCC  determine  that  a  national 
bank’s  name  or  advertising  is  so  misleading  or  confus¬ 
ing  as  to  constitute  an  unsafe  or  unsound  practice,  it 
may  initiate  enforcement  action  under  12  U.S.C. 
1818(b).  Further,  while  there  is  little  supervisory  interest 
in  the  name  of  a  national  bank,  the  OCC  generally  does 
not  permit  branches  of  a  bank  to  operate  under  a 
different  bank  name.  To  do  so  would  not  only  violate  the 
provisions  of  1 2  U.S.C.  22  and  30,  which  anticipate  that 
a  bank  operate  under  a  single  title,  but  could  lead 
customers  unwittingly  to  exceed  FDIC  insurance  limits 
by  depositing  excess  amounts  in  two  bank  branches  in 
the  mistaken  belief  that  they  were  dealing  with  different 
banks. 

In  light  of  both  the  federal  legislative  history  on  this 
issue  and  judicial  preemption  guidelines,  we  conclude 
that  the  Texas  Rule  is  not  preempted  with  respect  to 
national  banks.  Not  only  is  there  no  federal  statute 
dealing  with  this  issue,  but  there  is  no  indication  that 
the  Rule  is  unduly  burdensome  to  national  banks  or  that 
it  impairs  their  ability  to  discharge  the  duties  imposed 
by  federal  law.  Long,  supra  at  987;  Franklin  National 
Bank  v.  New  York,  347  U.S.  373  (1954).  The  national 
banking  laws  do  not  prevent  state  measures  aimed  at 
preventing  misleading  advertising,  as  long  as  the  state 
regulations  do  not  put  national  banks  at  a  competitive 
disadvantage  relative  to  state  financial  institutions.  As 
stated  above,  the  Rule  does  not  prescribe  any  particu¬ 
lar  type  of  sign  or  advertising.  Its  principal  requirements 
are  that  banks  which  become  branches  of  another  bank 
as  part  of  an  acquisition  cease  use  of  the  former  bank 
name,  and  that  bank  branches  identify  themselves  as 
branches.  Since  it  is  obvious  that  every  bank,  bank 
branch,  or  other  bank  facility  will  have  some  sort  of  sign 


4The  regulations  prior  to  the  Garn-St  Germain  amendment  provided 
for  OCC  approval  of  national  bank  names  and  name  changes: 

The  [OCC]  considers  an  application  for  change  in  corporate  title 
to  be  primarily  a  business  decision  of  the  applicant.  An  appli¬ 
cation  will  be  approved  if  the  proposed  new  title  is  sufficiently 
dissimilar  from  that  of  any  other  existing  or  proposed  unaffiliated 
bank  or  depository  financial  institution  so  as  not  to  substantially 
confuse  or  mislead  the  public  in  a  relevant  market  12  CFR 

5  42(b)  (1981). 


identifying  the  premises  to  the  public,  it  is  not  burden¬ 
some  to  require  that  the  sign  not  be  confusing  or 
misleading.  Equally,  it  is  not  burdensome  to  prohibit  a 
bank  branch  resulting  from  a  corporate  acquisition 
within  a  reasonable  time  thereafter  to  cease  using  the 
name  of  its  extinguished  corporate  predecessor. 

Nor  does  the  Rule  appear  to  hamper  banks  in  their 
operations  or  efficiency  or  limit  their  ability  to  carry  out 
their  functions.  The  situation  there  is  unlike  the  situation 
in  Franklin,  supra,  347  U.S.  373,  377,  in  which  a  state 
law  was  determined  to  be  preempted  because  it  pro¬ 
hibited  national  banks  from  advertising  in  connection 
with  one  of  their  authorized  activities  (receiving  depos¬ 
its).  Under  the  Rule,  banks  are  not  prohibited  from 
advertising  any  authorized  activity.  They  are  not  pre¬ 
vented  from  using  abbreviated  “advertising”  names, 
such  as  “FNB”  instead  of  “First  National  Bank,”  al¬ 
though  if  there  should  be  two  different  “First  National 
Banks”  in  one  city,  the  Rule  requires  the  second  one 
establishing  a  bank  facility,  which  will  usually  be  an 
out-of-town  bank,  to  identify  either  its  domicile  city  or 
its  branch  status:  e.g.,  “FNB  Austin”  or  “San  Antonio 
Branch.”  Such  requirements  do  not  infringe  upon  a 
national  bank’s  ability  to  establish  branches  under  12 
U.S.C.  36(c)  or  to  carry  out  any  other  authorized 
activity. 

Since  the  Texas  Rule  and  the  underlying  statute  are  not 
in  conflict  with  federal  law,  do  not  prevent  national 
banks  from  carrying  out  their  authorized  functions  un¬ 
der  the  national  banking  laws,  and  do  not  unduly  bur¬ 
den  them  in  operating,  it  is  my  opinion  that  they  are 
applicable  to  national  banks.  The  OCC,  as  the  authority 
responsible  for  administering  and  enforcing  laws  and 
regulations  applicable  to  national  banks,  will,  as  the 
Rule  envisions,  determine  compliance  with  the  Rule 
with  respect  to  national  banks. 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 


675— July  1995 


Re:  Indirect  General  Obligations 

In  your  letters  dated  November  3,  1993,  and  June  24, 
1994,  you  asked  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  to  provide  you  with  an  opinion  whether 
an  “indirect  general  obligation"  that  constitutes  a  “Type 
I"  security  pursuant  to  the  OCC’s  Investment  Securities 
Regulations  is  affected  by  the  existence  of  an  "appro- 
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priations  clause  Appropriations  clauses  generally  in¬ 
clude  language  that  states  that  certain  payments,  that 
are  either  statutory  or  contractual  obligations,  that  are 
to  be  made  periodically  by  a  state  or  political  subdivi¬ 
sion,  require  appropriation  by  a  body  such  as  a  state 
legislature.  A  security  that  otherwise  qualifies  as  an 
“indirect  general  obligation,”  pursuant  to  1 2  CFR  1 . 1 20, 
may  be  considered  supported  by  the  full  faith  and 
credit  of  a  state  or  political  subdivision  if  the  bank 
determines,  on  the  basis  of  past  actions  by  the  voters 
or  legislative  body  in  similar  situations  involving  similar 
types  of  projects,  that  it  is  reasonably  probable  that  the 
obligor  will  obtain  all  necessary  appropriations. 

Based  upon  the  representations  in  your  letters,  OCC 
precedent  and  regulations,  and  New  York  law,  for  pur¬ 
poses  of  12  U.S.C.  24(Seventh)  and  12  CFR  1,  to  the 
extent  the  securities  you  submitted  for  OCC  considera¬ 
tion  otherwise  constitute  “Type  I”  securities,  the  pres¬ 
ence  of  the  described  appropriations  clauses  does  not 
appear  to  affect  that  classification,  provided  on  a  case- 
by-case  basis  your  clients  determine  it  is  reasonably 
probable  that  the  obligor  will  obtain  all  necessary  ap¬ 
propriations.  Such  a  determination  should  be  based  on 
past  actions  by  the  voters  or  relevant  legislative  body 
in  similar  situations  involving  similar  types  of  projects. 

This  response  to  your  inquiry  is  in  no  way  intended  to 
suggest  that  the  OCC  is  endorsing  any  particular 
bank's  purchase  of  any  securities.  Individual  banks 
must  make  investment  decisions  based  upon  their  own 
circumstances  and  investment  strategies. 

Joel  Miller,  Senior  Attorney 

Securities  and  Corporate  Practices  Division 

*  ★  ★ 
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This  acknowledges  our  receipt  of  your  letter  dated  May 
16,  1994,  regarding  the  investment  of  trust  accounts 
through  the  use  of  collective  investment  funds,  and 
regarding  the  fees  payable  to  the  fund’s  investment 
adviser  This  also  confirms  our  telephone  conversation 
on  June  23,  1994.  According  to  your  letter,  the  bank,1 
as  trustee  of  the  fund,  proposes  to  invest  in  one  or  more 
international  mutual  funds  such  that  from  time  to  time 
any  one  mutual  fund  holding  could  comprise  more  than 


note  th;it  rhf:  brink  is  not  an  entity  that  is  subject  to  the  regulation 
of  the  OCC 


10  percent  of  the  fund  holdings.  You  have  inquired 
whether  we  would  interpret  the  diversification  require¬ 
ments  at  12  CFR  9.18(b)(9)(ii)  applicable  to  a  national 
bank’s  collective  investment  funds  to  permit  such  a 
holding  by  a  national  bank  trustee.  You  also  request  our 
interpretation  of  whether  existing  OCC  precedent  ap¬ 
plicable  to  national  banks  would  support  a  waiver  of 
applicable  fee  restrictions  if  requested  by  a  similarly 
situated  national  bank. 

Diversification  Requirement 

Pursuant  to  12  CFR  9.11(a),  funds  held  by  a  national 
bank  in  a  fiduciary  capacity  shall  be  invested  in  accord¬ 
ance  with  the  instrument  establishing  the  fiduciary  re¬ 
lationship  and  local  law.  Flowever,  under 
12  CFR  9.18(b)(9)(H),  no  investment  for  a  collective  in¬ 
vestment  fund  shall  be  made  in  stocks,  bonds,  or  other 
obligations  of  any  one  person,  firm,  or  corporation  if  as 
a  result  of  such  investment  the  total  amount  invested  in 
stocks,  bonds,  or  other  obligations  issued  or  guaran¬ 
teed  by  such  person,  firm  or  corporation  would  aggre¬ 
gate  in  excess  of  10  percent  of  the  then  market  value 
of  the  collective  investment  fund;  provided,  that  this 
limitation  shall  not  apply  to  investments  in  direct  obliga¬ 
tions  of  the  United  States  or  other  obligations  fully 
guaranteed  by  the  United  States  as  to  principal  and 
interest  (U.S.  government  obligations).  The  purpose  of 
9.18(b)(9)(H)  is  to  ensure  the  diversification  of  each 
collective  investment  fund’s  portfolio  with  regard  to 
collective  investment  fund  investments  that  are  not  U.S. 
government  obligations. 

In  your  letter  you  state  your  view  that  the  fund’s  diversi¬ 
fication  would  be  substantially  enhanced  if  we  waived 
the  1 0  percent  limitation.  The  basis  for  your  belief  is  your 
understanding  that  the  number  of  stocks  owned  by  the 
fund,  the  industries  represented  and  the  countries  rep¬ 
resented,  would  be  greatly  increased  if  the  bank,  as 
trustee  of  the  fund,  were  permitted  to  invest  in  one  or 
more  mutual  funds  in  excess  of  the  10  percent  limita¬ 
tion.  You  also  argue  that  the  principle  of  risk  diversifica¬ 
tion  would  be  preserved  if  the  OCC  waived  the  10 
percent  limitation. 

In  the  past,  the  OCC  has  permitted  the  investment  of 
up  to  10  percent  of  a  collective  investment  fund  in  a 
particular  mutual  fund,  and  no  more  than  50  percent  of 
the  collective  investment  fund  to  be  invested  in  a  group 
of  mutual  funds  managed  by  the  same  investment 
adviser.  See  Trust  Examining  Circular  No.  19  (Decem¬ 
ber  15,  1983).  After  further  consideration,  the  OCC 
believes  the  diversification  requirement  in  9. 18(b)(9)(H) 
may  be  served  by  applying  the  10  percent  limitation  to 
the  holdings  of  a  mutual  fund,  rather  than  to  the  mutual 
fund  itself.  Purchases  by  a  collective  investment  fund 
of  mutual  fund  shares  representing  interests  in  the 
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underlying  securities  are  substantially  equivalent  to 
purchases  of  the  securities  themselves.  The  OCC  has 
previously  applied  this  “pass  through”  rationale  to  per¬ 
mit  national  banks,  pursuant  to  12  U.S.C.  24(7),  to 
invest  in  shares  of  mutual  funds  with  portfolios  consist¬ 
ing  of  U.S.  government  obligations  that  banks  may 
purchase  directly.  The  OCC  found  the  investment  of  the 
mutual  fund  to  be  in  essence  an  investment  in  the 
underlying  securities.  See  OCC  Banking  Bulletin  No. 
83-58  (December  15,  1983);  and  Banking  Circular  220 
(November  21,1 986).  Under  the  “pass  through”  ration¬ 
ale,  the  10  percent  diversification  limit  in  9. 1 8(b)(9)(ii) 
should  apply  to  securities  held  in  the  portfolio  of  the 
mutual  fund,  rather  than  the  mutual  fund  itself.  A  flat  10 
percent  rule  as  applied  to  a  mutual  fund  itself  is  unnec¬ 
essarily  restrictive,  since  the  requisite  diversity  is  main¬ 
tained  by  applying  the  10  percent  limitation  in 
9. 1 8(b)(9)(ii)  to  the  securities  that  compose  the  mutual 
fund. 

We  note  that  9. 1 8(b)(9)(ii)  specifically  provides  that  the 
10  percent  investment  limit  does  not  apply  to  invest¬ 
ments  in  U.S.  government  obligations.  Bank  trustees 
may  invest  collective  investment  funds  in  U.S.  govern¬ 
ment  obligations  without  limitation  if  the  investments  are 
consistent  with  applicable  fiduciary  requirements.  Simi¬ 
larly,  applying  the  pass  through  rationale,  collective 
investment  funds  may  invest  in  mutual  funds  composed 
entirely  of  U.S.  government  obligations  to  the  same 
extent  permitted  for  direct  investments  in  those  obliga¬ 
tions. 

Our  position  furthers  the  diversification  purposes  that 
section  9.18(b)(9)(ii)  was  intended  to  serve,  and  is 
consistent  with  the  evolution  of  the  OCC’s  views  regard¬ 
ing  investments  in  the  shares  of  mutual  funds.  See  e.g., 
Banking  Circular  220.  As  long  as  a  mutual  fund  is 
sufficiently  diversified  so  as  not  to  be  invested  in  any 
particular  security  in  excess  of  1 0  percent  of  the  collec¬ 
tive  investment  fund,  then  the  bank  trustee’s  purchase 
of  mutual  fund  shares  would  be  consistent  with  the  ten 
percent  diversification  rule  in  9.1 8(b)(9)(ii).  The  10  per¬ 
cent  limit  also  would  not  apply  to  investments  in  mutual 
funds  composed  exclusively  of  U.S.  government  obli¬ 
gations.  On  the  other  hand,  if  the  portfolio  of  a  mutual 
fund  is  invested  in  securities,  other  than  U.S.  govern¬ 
ment  obligations,  aggregating  in  excess  of  10  percent 
of  the  collective  investment  fund,  a  bank  trustee  may 
only  invest  up  to  10  percent  of  the  collective  investment 
fund  in  the  mutual  fund.2 


2Of  course,  as  with  other  fiduciary  holdings,  a  bank  must  determine 
that  the  shares  of  a  mutual  fund  whose  portfolio  contains  investments 
selected  by  the  bank  are  appropriate  for  the  account  and  in  compli¬ 
ance  with  the  terms  of  the  governing  instrument  and  applicable  laws, 
rulings  and  regulations.  Please  refer  to  Trust  Banking  Circular  No  4 
(Revised)  (September  29,  1976)  for  the  OCC’s  position  on  the  invest¬ 
ment  of  trust  assets  in  mutual  funds. 


In  Trust  Examining  Circular  No.  19,  the  OCC  indicated 
that  it  would  not  object  to  collective  investment  fund 
investments  in  the  shares  of  separate  mutual  funds 
having  the  same  investment  advisor,  up  to  a  maximum 
of  50  percent  of  the  market  value  of  the  investing 
collective  investment  fund.  The  OCC  also  indicated  that 
the  10  percent  limitation  of  12  CFR  9. 1 8(b)(9)(ii)  would 
continue  to  be  separately  applicable  to  each  mutual 
fund  in  the  group.  In  view  of  our  current  interpretation 
of  9. 1 8(b)(9)(ii),  the  OCC  would  not  restrict  the  invest¬ 
ment  by  a  national  bank’s  collective  investment  fund  in 
the  shares  of  separate  mutual  funds  having  the  same 
investment  advisor,  so  long  as  such  investment  is  at  all 
times  prudent,  safe  and  sound,  and  consistent  with 
Trust  Banking  Circular  No.  4  (Revised)  (September  29, 
1976). 

Investment  Adviser  Fees 

Regarding  the  fees  payable  to  the  bank,  in  its  operation 
of  the  fund,  may  employ  someone  to  provide  advisory 
services.  Generally  however,  any  fees  paid  to  a  national 
bank  trustee  for  such  advisory  services  from  a  collec¬ 
tive  investment  fund  must  comply  with  12  CFR 
9. 1 8(b)(  1 2),  which  prohibits  a  bank  from  charging  a 
participant  directly,  or  indirectly  through  the  collective 
investment  fund,  higher  fees  for  investing  the  partici¬ 
pant’s  assets  collectively  than  the  bank  would  charge 
for  the  non-collective  investment  of  the  assets.3 

Pursuant  to  Fiduciary  Precedent  9.5317  of  the  Comp¬ 
troller’s  Handbook  for  Fiduciary  Activities,  Collective 
Investment  Funds,  the  OCC  would  consider  waiving  the 
fee  restrictions  with  respect  to  the  services  of  an  outside 
investment  adviser  provided: 

•  The  Declaration  of  Trust  specifically  author¬ 
izes  the  employment  of  the  adviser  as  well  as 
the  charging  of  fees  to  the  collective  invest¬ 
ment  fund; 

•  Each  participating  trust  specifically  author¬ 
izes  investment  in  the  collective  investment 
fund,  the  employment  of  the  adviser,  and  the 
amount  of  fees  to  be  paid  to  the  adviser; 


3The  regulation  at  12  CFR  9.1 8(b)(12)  specifically  provides,  in  pedi¬ 
ment  part,  as  follows: 

“The  bank  may  charge  a  fee  for  the  management  of  the  collec¬ 
tive  investment  fund  provided  that  the  fractional  part  of  such  fee 
proportionate  tot  he  interest  of  each  participant  shall  not,  when 
added  to  any  other  compensation  charged  by  a  bank  to  a 
participant,  exceed  the  total  amount  of  compensations  which 
would  have  been  charged  to  said  participant  if  no  assets  of  said 
participant  had  been  invested  in  the  fund  ” 
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•  The  investment  adviser  fees  charged  to  the 
collective  investment  fund  must  be  ade¬ 
quately  disclosed  to  participating  trusts;  and 

•  The  bank  maintains  exclusive  management  of 
the  collective  investment  fund,  including  the 
placing  of  trades.  See  Fiduciary  Precedent 
9.5785.  Such  advisers  may  only  make  recom¬ 
mendations;  the  decision  process  must  re¬ 
main  with  the  trustee  bank. 

In  your  letter  you  represent  that  the  Declaration  of  Trust 
for  the  fund  authorizes  the  employment  of  the  adviser 
as  well  as  the  charging  of  the  adviser’s  fee  to  the  fund. 
You  also  indicate  that  the  investment  adviser  fees 
charged  to  the  fund  will  be  listed  as  a  separate  line  item 
on  individual  account  statements  and  in  the  annual 
financial  statement  for  the  fund.  Finally,  you  represent 
in  your  letter  that  the  bank  will  continue  to  maintain 
exclusive  management  of  the  fund,  consistent  with 
Fiduciary  Precedent  9.5785.  You  represent  in  your  letter 
that  pursuant  to  the  participating  trusts’  documents,  the 
fund  is  an  appropriate  investment  for  the  participating 
trusts.  Moreover,  you  represented  during  our  June  23, 
1994  telephone  conversation  that  the  participating 
trusts’  documents  authorize  the  bank  to  employ  an 
adviser,  and  to  pay  fees  to  an  adviser. 

Based  on  your  representations,  please  be  advised  that 
we  would  have  no  objection  to  a  similarly  situated 
national  bank  charging  investment  advisory  fees  to  the 
fund.4 

Ellen  Broadman 
Director 

Securities,  Investments,  and  Fiduciary 
Practices  Division 

★  ★  ★ 


4You  'Jtate  m  /our  letter  that  a  recent  amendment  to  the  Trust  Fund 
Ac*  t/r,  j  rj  permit  the  charging  of  investment  advisor  fees  directly  to 
ft"  e  fur  d  fJ  ‘vice  Oe  advised  that  the  state  law  is  not  controlling  in  this 
r  stance  in  view  of  the  requirement  specified  at  12  CFR  9  18(b)(12). 
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Patrick  S.  Antrim 

Senior  Counsel 

Bank  of  America  N.T.  and  S.A. 

555  California  Street 
San  Francisco,  CA  94104 

Gerald  P.  Hurst 
Assistant  General  Counsel 
NationsBank,  N.A.  (Carolinas) 

101  South  Tryon  Street 
Charlotte,  NC  28255 

Dear  Messrs.  Antrim  and  Hurst: 

This  is  in  response  to  your  letter  of  May  12,  1995, 
providing  notice  to  the  OCC  concerning  the  proposed 
establishment  of  operating  subsidiaries  by  your  two 
banks  to  engage  through  a  joint  venture  in  the  devel¬ 
opment  and  distribution  of  home  banking  and  financial 
management  software  and  data  processing  services. 
For  the  reasons  given  below,  we  conclude  that  the 
proposed  activities  are  permissible  and,  pursuant  to  12 
CFR  5.34,  approve  the  operating  subsidiary  applica¬ 
tions  subject  to  the  conditions  specified. 

Description  of  the  Proposal 

The  operating  subsidiaries  plan  to  enter  into  a  joint 
venture  arrangement  by  forming  a  Delaware  limited 
liability  company  (“LLC”)  to  acquire  the  stock  of  MECA 
Software,  Inc.  (MECA)  through  a  cash  forward  merger 
transaction,  with  the  LLC  being  the  surviving  entity. 
Each  of  the  operating  subsidiaries  will  own  50  percent 
of  the  LLC.  Following  the  acquisition  of  MECA,  the  LLC 
will  be  renamed  MECA  Software,  LLC.  By  acquiring 
MECA  through  the  use  of  a  joint  venture,  the  costs 
associated  with  the  acquisition  and  ongoing  operation 
of  the  entity  may  be  shared  by  the  banks.  It  is  expected 
that  in  the  future  a  limited  number  of  other  banks  and 
technology  companies  will  become  members  of  the 
LLC. 

MECA  currently  develops  and  markets  computer  soft¬ 
ware  products,  including  the  Managing  Your  Money 
personal  financial  management  program,  designed  to 
help  individuals  and  small  businesses  manage  their 
finances.  Using  Managing  Your  Money  as  the  basis  for 
a  home  banking  service,  MECA  has  entered  into  sev¬ 
eral  licensing  and  distribution  arrangements  with  bank¬ 
ing  and  financial  service  companies.  The  personal 
finance  software  is  distributed  directly  to  customers 
through  retail  sales  by  retailers,  mail  order  companies 
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and  other  retail  outlets,  and  indirectly  through  financial 
institutions. 

The  banks’  proposed  joint  venture  through  the  LLC  will 
continue  the  majority  of  the  existing  activities  of  MECA 
utilizing  existing  management,  personnel  and  facilities 
of  MECA.  Specifically,  the  joint  venture  will  engage  in 
those  activities  related  to  the  provision  of  home  banking 
and  financial  management  services  through  the  devel¬ 
opment,  production,  marketing  and  distribution  of  com¬ 
puter  software  and  related  services.  The  joint  venture 
will  not  engage  in  non-financial  computer  software 
development  and  distribution  except  to  the  extent  the 
activities  are  a  result  of  utilization  of  excess  data  proc¬ 
essing,  production,  and  distribution  capacity. 

The  banks  believe  that  PC-based  home  banking  is  an 
important  delivery  channel  for  providing  financial  serv¬ 
ices  to  banking  customers  and  that  the  services  can  be 
provided  to  customers  in  the  most  effective  and  effi¬ 
cient  manner  by  providing  them  through  the  use  of 
bank-focused  computer  software.  Currently,  there  is  no 
bank-focused  entity  that  provides  the  needed  services 
and,  in  the  opinion  of  the  banks,  the  absence  of  such 
a  provider  could  prove  detrimental  to  banks  that  wish 
to  provide  PC-based  home  banking  services  to  their 
customers  in  the  future. 

The  acquisition  of  MECA  will  provide  the  banks  with 
important  expertise  in  the  development  of  PC-based 
home  banking  software  and  form  the  basis  for  devel¬ 
opment  of  a  standard  bank-focused  home  banking  and 
financial  management  system.  The  software  is  critical 
to  the  transaction  processing  and  electronic  informa¬ 
tion  handling  requirements  for  home  banking. 

The  banks’  joint  venture  will  provide  the  products  and 
services  indirectly  to  consumers  through  their  banks, 
other  financial  institutions,  networks  and  bank  card 
associations,  and  directly  through  retail  distribution  to 
consumers,  both  individual  and  small  business.  With 
respect  to  providing  the  software  and  home  banking 
services  directly  to  their  customers,  the  banks  expect 
to  provide  the  products  and  services  primarily  in  the 
principal  geographic  areas  served  by  the  banks  and 
their  subsidiary  and  affiliated  organizations. 

Legal  Analysis 

The  OCC  has  on  several  recent  occasions  allowed  a 
national  bank  to  engage  in  permissible  activities 
through  use  of  an  LLC.  See,  e.g.,  Interpretive  Letter  No. 
657,  March  31,  1995,  reprinted  in  [Current]  Fed.  Bank¬ 
ing  L.  Rep.  (CCH)  para.  83,605;  Interpretive  Letter  No. 
645,  April  29,  1994,  reprinted  in  [1994  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  para.  83,554;  Unpublished 
Letter  of  Senior  Deputy  Comptroller  Maguire,  Oct.  14, 


1 994.  The  Maguire  Letter  approved  of  a  national  bank’s 
holding  of  a  50  percent  interest  in  an  LLC  through  an 
operating  subsidiary  of  the  bank,  the  precise  structure 
proposed  in  your  notice.  The  pertinent  conditions  set 
forth  in  this  letter  required  that  the  documentation  es¬ 
tablishing  the  LLC  specify  that  it  would  engage  only  in 
activities  permissible  for  national  banks  under  12 
U.S.C.  24  (Seventh),  that  the  LLC  agreement  provide 
that  the  operating  subsidiary  could  withdraw  from  the 
LLC  if  the  latter  engaged  in  impermissible  activities, 
and  that  the  bank  would  be  shielded  from  unlimited 
liability  for  the  acts  of  other  partners  and  joint  venturers. 
You  indicate  in  your  notice  that  the  banks  will  comply 
with  these  conditions. 

The  notice  in  an  appendix  explains  that  MECA  software 
programs  consist  essentially  of  home  banking,  tax  es¬ 
timation,  financial  planning,  and  investment  analysis 
components,  and  ancillary  services  relating  thereto, 
including  the  furnishing  of  checks  and  other  financial 
forms  for  the  use  of  customers.  All  of  these  types  of 
activities  or  services  have  been  approved  for  national 
banks  and  their  subsidiaries.  See,  e.g.,  Interpretive 
Letter  No.  611,  Nov.  23,  1992,  reprinted  in  [1992-93 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  para. 
83,449  (home  banking  for  customers  of  the  bank  itself 
and  for  customers  of  other  financial  institutions  using 
the  bank’s  data  processing  equipment  and  program); 
Interpretive  Ruling  7.7430,  12  CFR  7.7430  (assistance 
in  preparing  tax  returns);  Interpretive  Letter  No.  367, 
Aug.  19,  1986,  reprinted  in  [1985-87  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  para.  85,537  (financial 
planning  and  counselling);  and  Interpretive  Letter  No. 
386,  June  19,  1987,  reprinted  in  [1988-89  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  para.  85,610  (in¬ 
vestment  analysis  and  advice).  These  approvals  and 
others  which  might  be  cited  allow  the  mentioned  serv¬ 
ices  to  be  provided  to  customers  whether  or  not  data 
processing  equipment  and  programs  are  utilized. 

Interpretive  Ruling  7.3500, 1 2  CFR  7.3500,  “Use  of  data 
processing  equipment  and  furnishing  of  data  process¬ 
ing  services”  (1994),  makes  clear  that  a  national  bank 
may  use  data  processing  equipment  and  technology 
to  perform  for  itself  and  others  all  services  which  are 
part  of  or  incidental  to  the  business  of  banking.  An 
earlier  version  of  this  ruling  gave  an  example  of  permis¬ 
sible  data  processing:  “For  example,  as  part  of  its 
banking  business  and  incidental  thereto,  a  national 
bank  may  collect,  transcribe,  process,  analyze,  and 
store  for  itself  and  others,  banking,  financial,  or  related 
economic  data,”  Interpretive  Ruling  7.3500,  39  Fed. 
Reg.  14195  (Apr.  22,  1974).  Although  in  its  1984  revi¬ 
sion  of  the  ruling  the  OCC  deleted  this  example  be¬ 
cause  it  believed  that  "specific  examples  are 
inappropriate  given  the  imprecision  of  terms  and  rapid 
pace  of  change  in  the  data  processing  industry,"  49 
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Fed.  Reg.  11157  (Mar.  26,  1984),  the  “analytical  frame¬ 
work  embodied  in  the  ruling  remained  the  same,  id. 

A  long  line  of  OCC  interpretations  have  permitted  na¬ 
tional  banks  in  a  variety  of  circumstances  to  collect, 
process,  analyze,  etc.  for  their  customers  banking, 
financial,  or  related  economic  data.  In  some  instances 
the  banks  have  sold  relevant  data  processing  equip¬ 
ment  and  software  programs  as  an  incident  to  the 
services  being  provided  to  their  customers.  See ,  e.g., 
Letter  by  Deputy  Chief  Counsel  Shockey,  Sept.  17, 
1975  (economic  analysis  and  forecasts,  including  se¬ 
curity  data  and  stock  and  bond  prices);  Letter  by  BOSD 
Director  Pohn,  Nov.  19,  1975  (processing  of  claims, 
accounts,  billings,  and  financial  reports  for  banks,  re¬ 
tailers,  insurance  agents,  and  doctors);  Interpretive 
Letter  No.  345,  July  9,  1985,  reprinted  in  [1985-87 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  para. 
85,515  (sale  of  computer  hardware  as  part  of  a  pack¬ 
age  of  bank  services  provided  through  data  process¬ 
ing);  Interpretive  Letter  No.  346,  July  31,  1985,  id.  at 
para.  85,516  (joint  venture  providing  electronic  informa¬ 
tion  and  transaction  services  in  connection  with  com¬ 
modities  trading;  the  electronic  information  provided 
subscribers  with  banking,  financial  and  related  eco¬ 
nomic  data  relevant  to  commodities);  Letter  by  District 
Counsel  O’Keefe,  July  13,  1987  (sale  and  licensing  of 
computer  software  and  related  hardware  to  other  finan¬ 
cial  institutions  is  permissible  so  long  as  the  hardware 
does  not  “dominate"  the  permissible  data  processing 
services  involved);  Letter  by  Law  Dept.  Assistant  Direc¬ 
tor  Glidden,  Feb.  16,  1988  (development  and  operation 
of  data  processing  system  linking  health  care  provid¬ 
ers,  insurers,  patients,  and  their  depository  institutions); 
Interpretive  Letter  No.  449,  Aug.  23,  1988,  reprinted  in 
[1988-89  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
para.  85,673  (bank  can  provide  software  applications 
and  systems  for  other  financial  institutions’  backroom 
operations,  allowing  them,  for  example,  to  secure  funds 
transfers,  sort  and  process  exception  transactions,  re¬ 
search  and  retrieve  customer  account  information,  pre¬ 
pare  forms  and  monetary  adjustments,  and  engage  in 
recordkeeping  and  tracking  services);  Interpretive  Let¬ 
ter  No.  61 1 ,  supra  (bank  can  use  “smart  phone”  devel¬ 
oped  by  AT&T  to  offer  a  variety  of  data  processing 
services  to  financial  institutions  and  their  customers, 
including  balance  inquiries,  account  transfers,  transac¬ 
tion  information,  bill  paying,  financial  planning,  invest¬ 
ments  and  stock  market  information  and  transactions, 
electronic  checkbook,  and  electronic  tax  filing). 

Interpretive  Letter  No.  284,  March  26,  1984,  reprinted 
in  [1983-84  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  para.  85,448  allowed  a  bank  to  acquire  a  data 
processing  company  as  an  operating  subsidiary  and 
to  use  the  software  which  had  been  developed  by  the 
company  for  the  bank's  own  data  processing  activities, 


and  for  the  data  processing  activities  of  the  bank's 
customers,  thereby  providing  those  customers  with 
access  to  the  bank’s  banking,  financial,  and  economic 
data  bases.  This  letter  reserved  for  further  considera¬ 
tion  the  question  of  whether  the  software  could  be 
marketed  on  a  stand-alone  basis  to  third  parties  gen¬ 
erally  as  a  byproduct  of  the  bank's  other  permissible 
data  processing  activities,  noting  that  in  the  past  the 
OCC  had  taken  the  position  that  programs  marketed  as 
byproducts  should  be  developed  in-house,  not  ac¬ 
quired  from  third  parties.  Interpretive  Letter  No.  449, 
supra ,  allowed  the  bank  to  acquire  a  data  processing 
company  as  an  operating  subsidiary,  and  to  sell  the 
company’s  software  on  a  stand-alone  basis  to  the 
bank’s  financial  institution  customers.  It  distinguished 
Interpretive  Letter  No.  284  as  involving  the  marketing  of 
software  to  third  parties  which  were  not  financial  insti¬ 
tutions  or  financial  institution  customers. 

You  make  two  points  in  support  of  your  banks  being 
able  to  market  the  MECA  software  which  has  been 
developed  to  date  on  a  stand-alone  basis  to  third 
parties  generally,  not  limiting  the  marketing  to  financial 
institutions  and  financial  institution  customers.  First,  you 
observe  that  most  of  the  software  is  banking  and  fi¬ 
nance-related,  and  therefore  should  be  able  to  be 
marketed  as  a  permissible  incidental-to-banking  serv¬ 
ices  package.  In  effect,  this  software  is  not  a  “bypro¬ 
duct”  at  all,  and  should  be  able  to  be  marketed  to 
anyone.  Second,  you  state  that  with  respect  to  any 
software  that  is  not  banking  and  finance-related,  the 
banks  were  intimately  involved  in  the  development  of 
MECA  software  as  a  whole.  In  this  sense,  the  software 
“byproducts”  should  be  considered  as  having  been 
developed  by  the  banks  in-house,  not  as  being  merely 
acquired  from  some  unrelated  third  party.  These  two 
points  appear  to  be  correct  based  upon  the  factual 
descriptions  provided  and  are  consistent  with  the  OCC 
precedents.  Moreover,  subsequent  to  the  publication  of 
Interpretive  Letter  No.  284,  supra,  OCC  staff  took  the 
position  in  an  internal  memorandum,  dated  August  17, 
1984,  that  some  software  acquired  from  a  company 
which  the  bank  was  acquiring  as  an  operating  subsidi¬ 
ary  could  be  marketed  as  a  byproduct  if  this  seemed 
appropriate  in  the  circumstances.  In  the  situation  pre¬ 
sented,  the  OCC  decided  that  the  data  processing 
company  was  being  acquired  for  its  entire  operation, 
not  primarily  to  obtain  the  software  in  question. 

Finally,  your  notice  and  a  follow-up  communication 
request  approval  for  the  continued  use  of  MECA's  ex¬ 
cess  capacity  in  equipment,  personnel  and  facilities  for 
the  producing  and  distribution  of  some  software  prod¬ 
ucts  that  are  non-financial  in  nature.  In  1994  financial 
software  accounted  for  approximately  75  percent  of  the 
units  of  software  produced  and  non-financial  software 
accounted  for  the  remaining  25  percent;  93  percent  of 


70 


MECA’s  revenues  were  generated  from  the  financial 
software.  You  anticipate  that  in  1995  a  similar  per¬ 
centage  of  excess  capacity  will  be  involved,  and  that 
in  future  years  the  excess  capacity  usage  will  be 
reduced.  This  is  an  acceptable  current  and  future  use 
of  excess  capacity.  Until  its  revision  in  1984,  the 
OCC’s  data  processing  ruling  expressly  stated  that, 
“incidental  to  the  banking  business,  a  national  bank 
may  (1)  market  a  byproduct  (e.g.,  program  or  output) 
of  [a  permissible]  data  processing  activity;  and  (2) 
market  excess  time  on  its  data  processing  equipment 
so  long  as  the  only  involvement  by  the  bank  is  fur¬ 
nishing  the  facility  and  necessary  operating  person¬ 
nel.”  In  dropping  this  language  from  the  ruling  in 
1984,  as  mentioned  above,  the  OCC  intended  no 
substantive  change.  The  “analytical  framework”  of 
Interpretive  Ruling  7.3500  remained  the  same.  In  a 
variety  of  circumstances  before  and  after  1984  OCC 
interpretations  have  allowed  banks  and  their  subsidi¬ 
aries  to  utilize  excess  capacity  in  their  permissible 
data  processing  activities.  See,  e.g.,  Letter  by  Law 
Dept.  Director  Fitzgerald,  Mar.  22,  1978  (records 
management  system  manual,  and  supply  catalog 
and  purchasing  manual,  may  be  marketed  as  by¬ 
products  of  the  bank’s  permissible  data  processing 
activity  to  banks  and  other  institutions);  Letter  by  Law 
Dept.  Assistant  Director  Liebesman,  Dec.  13,  1983 
(bank  may  acquire  equipment  with  excess  capacity 
if,  for  example,  this  will  meet  the  bank’s  projected 
needs  for  itself  and  its  customers,  or  the  “most  prac¬ 
tical  equipment”  available  has  an  excess  capacity); 
Letter  by  Attorney  Brown,  Dec.  20,  1989  (bank  can 
resell  excess  capacity  of  its  long  line  telecommuni¬ 
cations  and  data  processing  equipment  and  perform 
related  services  for  unrelated  third  parties,  noting 
that  the  authority  to  market  excess  time  is  analogous 
to  a  bank’s  right  to  lease  to  tenants  the  excess  portion 
of  its  bank  premises  property).  The  last  letter  cited 
also  noted  that  the  1984  ruling  change  was  not  in¬ 
tended  to  be  substantive  in  nature. 

In  sum,  your  banks  may  go  forward  with  their  plan  to 
engage  through  a  joint  venture  in  the  development  and 
distribution  of  home  banking  and  financial  manage¬ 
ment  software  and  data  processing  services  subject  to 
the  following  conditions:  (1 )  The  articles  of  organization 
and  operating  agreement  must  specifically  state  that 
the  LLC  will  engage  only  in  activities  which  are  legally 
permissible  for  national  banks;  (2)  the  articles  of  organi¬ 
zation  and  operating  agreement  must  acknowledge 
that  the  banks  have  the  authority  to  veto  or  withdraw 
from  the  LLC  in  the  event  that  the  LLC  engages  in 
activities  otherwise  impermissible  for  national  banks; 
and  (3)  the  articles  of  organization  and  operating 
agreement  must  provide  that  the  banks,  as  members 
of  the  LLC,  will  not  be  liable  for  the  debts,  obligations 
or  liabilities  of  the  other  members. 


Frank  Maguire 

Senior  Deputy  Comptroller 

Corporate  Activities  and  Policy  Analysis 

★  ★  ★ 
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Mr.  Harry  A.  Johnson,  III 

Executive  Vice  President  and  General  Counsel 

First  Tennessee  National  Corporation 

PO.  Box  84 

Memphis,  Tennessee  38101 

Re:  Letter  of  Notification  to  Establish  an  Operating 
Subsidiary 

Control  Number:  95-SE-08-001 1 

Based  on  the  description  set  forth  in  your  letters  of  May 
1 ,  1 995  and  June  2,  1 995  and  the  OCC  analysis  of  the 
proposed  activities,  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  approves  First  Tennessee  Bank,  Na¬ 
tional  Association’s  (First  TN)  plans  to  establish  “A”  Plus 
Strategic  Alliances,  Inc.  (APS),  as  an  operating  subsidi¬ 
ary.  The  purpose  of  the  subsidiary  is  to  operate  a 
consumer  access/discount  card  program  incidental  to 
the  powers  of  a  national  bank  to  promote  its  general 
services  and  to  act  as  finder.  The  operation  of  APS,  as 
proposed,  is  incidental  to  banking  and  fits  within  the 
parameters  of  the  OCC’s  Interpretive  Ruling  on  Finder 
Activities,  12  CFR  7.7200. 

Your  notification  acknowledged  the  intention  of  the 
bank’s  subsidiary  to  adhere  to  several  important  guide¬ 
lines,  to  which  we  wish  to  add  emphasis: 

1.  Information  that  is  provided  to  cardholders 
must  adequately  disclose  the  fact  that  APS,  the 
sponsors,  and  the  providers,  other  than  First 
TN,  are  separate,  unrelated  entities  and  that 
APS  is  not  acting  as  agent  for  any  other  party 
to  the  transaction. 

2.  First  TN  and  APS’s  role  in  the  sale  of  premium 
services  must  be  conducted  in  a  manner  con¬ 
sistent  with  Interpretive  Ruling  12  CFR  7.7200. 
Neither  First  TN  nor  APS  may  engage  in  imper¬ 
missible  sales  and/or  marketing  activities  of 
non-financial  products  and  services. 

Troy  L.  Dixon 

Director  for  Corporate  Activity 
Bank  Organization  &  Structure 

★  ★  ★ 
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Re:  12CFR  9.10(b) 

I  am  responding  to  your  letter  to  Donald  N.  Lamson, 
Assistant  Director,  Securities,  Investments,  and  Fiduci¬ 
ary  Practices  Division,  requesting  an  interpretation  of 
12  CFR  9.10(b).  You  inquire  whether  section  9.10(b) 
permits  a  national  bank  to  pledge  surety  bonds  to 
secure  trust  funds  deposited  in  the  commercial  side  of 
a  bank.  A  national  bank  may  satisfy  the  section  9. 1 0(b) 
pledging  requirements  through  reliance  on  state  stat¬ 
utes  that  designate  surety  bonds  as  acceptable  collat¬ 
eral  for  state  banks  to  secure  trust  funds  deposited  on 
the  commercial  side  of  the  bank. 

National  banking  law  generally  prohibits  national  banks 
from  depositing  trust  funds  awaiting  investment  in  the 
commercial  side  unless  such  deposits  are  permitted  by 
the  instrument  creating  the  trust  or  by  local  law  and  the 
trust  department  sets  aside  United  States  bonds  or 
other  securities  designated  by  the  OCC.  See  1 2  U.S.C. 
92a(d).  OCC  regulations  list  acceptable  collateral 
types,  including: 

(1)  direct  obligations  of  the  United  States,  or 
other  obligations  fully  guaranteed  by  the 
United  States  as  to  principal  and  interest;  or 

(2)  Readily  marketable  securities  of  the  classes 
in  which  state  banks  exercising  fiduciary 
powers  are  authorized  or  permitted  to  invest 
trust  funds  under  the  laws  of  the  state  in  which 
such  national  bank  is  located;  or 

(3)  Other  readily  marketable  securities  that  qual¬ 
ify  as  investment  securities  pursuant  to  the 
Investment  Securities  Regulation  of  the 
Comptroller  of  the  Currency,  12  CFR  Chapter 
I,  Part  1  .  .  .  . 

★  ★  Hr 

The  requirements  of  this  section  are  met  when 
qualifying  assets  of  the  bank  are  pledged  to  se¬ 
cure  a  deposit  in  compliance  with  local  law ,  and 
no  duplicate  pledge  shall  be  required  in  such 
case.  (Emphasis  added.) 

12  CFR  9.10(b) 

Although  sections  9  10(b)(1),  (2)  and  (3)  refer  specifi¬ 
cally  to  obligations  or  securities,  the  last  sentence  of 
section  9  10(b)  refers  to  "assets,"  a  term  that  plainly  is 
broader  in  reach  The  term  "assets"  should  not  be 


limited  to  investment  securities,  because  the  last 
sentence  would  duplicate  the  substance  of  subsec¬ 
tion  9.10(b)(2).  Instead  the  term  "qualifying  asset" 
has  a  broader  reach,  extending  to  other  types  of 
assets,  in  addition  to  securities,  consistent  with  state 
law  for  securing  the  self-deposit  of  trust  funds.  Sec¬ 
tion  9.10(b)(2)  and  the  last  sentence  of  9.10(b),  to¬ 
gether,  permit  a  national  bank  to  pledge  assets  in  the 
same  manner  as  state  banks  to  secure  the  self-de¬ 
posit  of  trust  funds. 

The  OCC  previously  has  not  restricted  the  reach  of 
section  9. 1 0(b)  to  bank  eligible  securities.  For  example, 
the  OCC  permitted  a  national  bank  to  pledge  finance 
company  commercial  paper  where  the  state  law  per¬ 
mitted  a  trustee  to  pledge  collateral  that  is  eligible  for 
investment  of  trust  funds.  See  Letter  from  Robert  L. 
Schwind,  Regional  Counsel,  August  13,  1968.  The 
OCC,  therefore,  broadly  permitted  national  banks  to 
rely  on  local  law  standards  when  pledging  assets  for 
the  self-deposit  of  trust  funds.  Because  a  national  bank 
has  that  authority  to  purchase  a  surety  bond,  as  an 
activity  that  is  incidental  to  banking  pursuant  to  12 
U.S.C.  24(Seventh),  we  see  no  reason  to  limit  its  ability 
to  use  such  an  instrument  to  satisfy  its  pledging  obliga¬ 
tions  where  clearly  permissible  under  state  law.  See 
Letter  from  Richard  V.  Fitzgerald,  Chief  Counsel,  Janu¬ 
ary  8,  1985  (unpublished). 

We  note,  however,  that  the  term  "qualifying  assets"  is 
not  unlimited  in  scope.  For  example,  "qualifying  assets” 
do  not  necessarily  include  assets  that  state  laws  author¬ 
ize  banks  to  pledge  for  purposes  other  than  protecting 
trust  funds  deposited  with  the  commercial  side  of  a 
bank.  Thus,  the  OCC  has  not  permitted  a  national  bank 
to  satisfy  section  9.10(b)  pledging  requirements 
through  reliance  on  a  state  statute  describing  only  the 
type  of  collateral  acceptable  for  the  protection  of  pri¬ 
vate  and  court  trusts.  See  Fiduciary  Precedent  9.2720, 
Comptroller’s  Handbook  for  Fiduciary  Practices,  at  229. 
The  OCC  has  stated  that  the  purpose  of  such  a  pledge 
for  self  deposited  trust  funds  is  to  protect  trust  assets 
in  the  event  of  the  trustee  bank’s  insolvency.  See  Letter 
from  Charles  F.  Byrd,  Assistant  Director,  LASD,  June  27, 
1978.  In  contrast,  pledges  authorized  under  the  above 
state  statute  protect  the  value  of  funds  in  private  or  court 
trusts  from  possible  fiduciary  abuse.  A  collateral 
pledge  that  complies  with  another  OCC  regulation, 
such  as  12  CFR  9.14,  having  a  different  purpose  also 
will  not  necessarily  qualify  under  section  9.10(b).  See 
Fiduciary  Precedent  9.2720,  Comptroller's  Handbook 
for  Fiduciary  Practices ,  at  229. 

Accordingly,  unless  prohibited  by  the  instrument  creat¬ 
ing  the  trust,  and  if  consistent  with  local  law.  a  national 
bank  may  satisfy  the  requirements  of  section  9  10(b)  by 
pledging  a  surety  bond  as  a  "qualifying  asset"  to  secure 
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trust  funds  deposited  on  the  commercial  side  of  the 
bank. 

P.  Moni  SenGupta 
Attorney 

Securities,  Investments,  and  Fiduciary  Practices  Division 

★  ★  ★ 


680 — August  1 995 


This  is  in  response  to  your  inquiry  regarding  a  proposal 
made  by  your  client,  to  conduct  its  securities,  insur¬ 
ance,  and  annuities  programs  at  space  leased  from 
one  or  more  national  banks  and  using  employees  who 
work  at  times  under  the  exclusive  control  of  the  bank 
and  at  other  times  under  the  exclusive  control  of  the 
corporation,  i.e.,  shared  employees.  As  more  fully  dis¬ 
cussed  below,  provided  that  the  following  conditions 
are  satisfied,  we  will  have  no  legal  objection  to  national 
banks  and  their  employees  participating  in  the  corpo¬ 
ration’s  programs:  (1 )  the  terms  of  the  arrangement  are 
clearly  set  forth  in  one  or  more  written  agreements 
between  the  corporation,  the  bank  and  the  employees; 
(2)  the  parties  make  appropriate  disclosures  to  ensure 
that  customers  and  other  third  parties  understand  the 
respective  roles  of  the  bank,  the  corporation  and  the 
shared  employees;  (3)  the  parties  comply  in  all  other 
respects  with  the  Interagency  Statement  on  Retail  Sales 
of  Nondeposit  Investment  Products  (February  15, 
1994)  (the  ‘‘Interagency  Statement”);  (4)  the  corpora¬ 
tion  and  any  bank  employees  engaged  in  activities  on 
behalf  of  the  corporation  requiring  registration  or  licens¬ 
ing  under  applicable  federal  or  state  statutes  or  regu¬ 
lations  are  properly  so  registered  or  licensed;  and  (5) 
each  national  bank  participating  in  the  activity  has 
taken  appropriate  steps  to  ensure  that  the  proposed 
arrangement  does  not  constitute  a  joint  venture  or  de 
facto  partnership  between  the  national  bank  and  the 
corporation  under  state  law. 

Background 

As  you  have  described  the  program,  the  corporation 
proposes  to  lease  space  in  the  lobbies  of  national 
banks  to  sell  securities,  insurance  and  annuities  prod¬ 
ucts,  and  to  lease  other  office  space  to  conduct  insur¬ 
ance  seminars.  The  corporation  would  pay  the  bank 
rent  that  could  be  based  on  a  percentage  of  the  reve¬ 
nues  derived  from  one  or  more  of  the  corporation’s 
programs  at  the  bank. 

Under  these  programs,  the  corporation  would  enter  into 
agreements  with  national  banks  whereby  the  corpora¬ 


tion  would  employ  bank  employees  on  a  part-time 
basis,  assume  exclusive  control  over  the  performance 
of  the  portion  of  their  work  in  which  they  act  as  the 
corporation’s  securities  representatives  or  insurance 
agents,  and  compensate  the  employees  for  the  portion 
of  their  work  performed  for  and  under  the  exclusive 
control  of  the  corporation.  The  corporation  would  also 
assume  exclusive  responsibility  for  licensing  and  train¬ 
ing  the  shared  employees  to  work  in  its  business.  Your 
proposal  sets  forth  a  number  of  other  safeguards  to 
identify  and  maintain  the  operations  of  the  corporation 
and  a  national  bank,  through  the  shared  employees 
and  otherwise,  as  separate  businesses. 

You  have  indicated  that,  in  conducting  these  activities, 
the  corporation  will  comply  fully  with  provisions  of  the 
Interagency  Statement  as  if  it  were  an  insured  deposi¬ 
tory  institution,  including  the  disclosure,  setting  and 
circumstances,  and  suitability  provisions,  to  avoid  po¬ 
tential  customer  confusion. 

Discussion 

Renting  Space 

Longstanding  OCC  positions  have  permitted  a  national 
bank  to  lease  its  excess  office  space  to  a  firm  offering 
financial  products  and  receive  rent  in  the  form  of  a 
percentage  of  the  tenant’s  volume  of  sales  or  income 
at  the  leased  space.  See  Interpretive  Letter  274  from 
Brian  Smith,  Chief  Counsel  (Dec.  2,  1983),  reprinted  in 
Fed.  Banking  L.  Rep.  (CCH)  H  85,438  (citations  omit¬ 
ted)  (“Smith  Letter”);  see  also  Interpretive  Letter  406 
from  Charles  M.  Horn,  Director,  Securities  &  Corporate 
Practices  Division,  (Aug.  4,  1987),  reprinted  in  Fed. 
Banking  L.  Rep.  (CCH)  H  85,630  (citations  omitted) 
(“Horn  Letter”).  In  these  letters,  we  noted  that  state  law 
generally  negates  the  inference  that  a  partnership 
arises  from  percentage  leasing,  see  Uniform  Partner¬ 
ship  Act  (1914  Act)  (U.L.A.)  §  7(4)(b),1  provided  that 
the  parties  adopt  appropriate  safeguards  to  maintain 
and  identify  their  operations  at  the  shared  space  as 
separate  businesses,  and  thereby  protect  the  bank 
against  the  risk  that  its  tenant’s  activities  or  liabilities 
might  be  attributed  to  the  bank.  See  Smith  Letter,  supra 


Section  7(4)(b)  of  the  Uniform  Partnership  Act  provides  as  follows 

The  receipt  by  a  person  of  a  share  of  the  profits  of  a  business 
is  prima  facie  evidence  that  he  is  a  partner  in  the  business,  but 
not  such  inference  shall  be  drawn  if  such  profits  were  received 
in  payment: 

it  It  h  It 

(b)  As  wages  of  an  employee  or  rent  to  a  landlord 

Uniform  Partnership  Act  (1914  Act)  (U.L.A.)  7(4)(b)  (1994).  see  also 
Uniform  Partnership  Act  (1993)  (U  L  A.)  202(c)(3)(ii)  and  (iii)  (1994). 
see  also  Friedman  on  Leases,  6  101  (3e  ed  1 990) 


(specifying  safeguards);  see  also  Friedman  on 
Leases  6.101  (3d  ed.  1990). 2 

Employing  Bank  Personnel 

Similarly,  the  OCC  has  taken  the  position  that  the  Na¬ 
tional  Bank  Act  and  other  federal  banking  laws  and 
regulations  do  not  generally  restrict  a  national  bank 
employee  from  simultaneously  being  employed  by 
more  than  one  employer.3  See,  e.g.,  Interpretive  Ruling 
7.7516,  12  CFR  7.7516;  Interpretive  Letter  406,  supra; 
Letter  of  Chief  Counsel  Fitzgerald,  June  4,  1985,  re¬ 
printed  in  OCC  Quarterly  Journal,  vol.  4,  no.  3  at  67 
(Sept.  1985);  Letter  of  Comptroller  Saxon,  May  28, 
1964.  Moreover,  the  National  Bank  Act’s  limitations  on 
the  powers  of  national  banks  do  not  apply  to  the  activi¬ 
ties  that  a  bank’s  employee  performs  for  another  insti¬ 
tution,  as  its  employee  or  agent,  under  the  other 
institution’s  exclusive  control.  Those  limitations  only 
govern  the  activities  that  a  bank  itself  conducts  through 
its  duly  authorized  directors,  officers,  employees,  and 
agents  acting  on  the  bank’s  behalf.  See  12  U.S.C.  24 
(Seventh).  See  also  Independent  Insurance  Agents  v. 
Board  of  Governors  of  Federal  Reserve  System ,  736 
F.2d468,  476-477  (8th  Cir.  1984)  (finding  that  a  national 
bank  employee  may  sell  insurance  at  office  space 
shared  with  an  affiliated,  wholly-owned  insurance  sub¬ 
sidiary  of  a  bank  holding  company,  pursuant  to  an 
employment  contract,  regardless  of  whether  a  national 
bank  itself  could  conduct  the  insurance  activities). 

An  “agent”  is  one  who  is  authorized  by  another  to  act 
on  its  behalf  and  subject  to  its  exclusive  control,  pursu¬ 
ant  to  an  agreement.  See  Restatement  (Second)  of 
Agency  1  (1985).  As  noted  above,  a  person  can  be  the 
employee  of  two  different  employers.  See  id.  at  226. 
The  two  employers  may  legally  enter  into  one  or  more 
agreements  which  provide  for  the  sharing  of  an  em¬ 
ployee’s  services  and  the  allocation  of  exclusive  control 
over  the  employee  between  the  two  employers.  Prop¬ 
erly  drafted  and  administered,  such  agreements  will 
cause  the  shared  employee  to  be  the  agent  of  only  one 
employer  at  a  given  time  when  the  employee's  actions 
are  on  a  particular  employer’s  behalf  and  under  its 
exclusive  control.  See  id.  at  226  comment  b.  Likewise, 


?f\  leasing  arrangement  with  a  bank  affiliate  would  be  subject  to 
additional  standards,  such  as  the  arms-length  requirements  of  a 
section  23B  of  the  Federal  Reserve  Act,  12  U.S.C.  371  c-1. 

‘Specific  federal  statutes  restrict  shared  employee  arrangements  in 
situations  not  applicable  here  For  example,  under  section  32  of  the 
Glass-Steagall  Act  no  employee  of  a  national  bank  may  also  be  an 
employee  of  a  securities  company  that  is  primarily  engaged  in  the 
ssue  flotation  underwriting,  public  sale,  or  distribution  of  securities 
See  1 2  U  SC  78  Also,  under  the  Depository  Institution  Management 
interlocks  Act  a  management  official  of  a  national  bank  may  not 
serve  as  a  management  official  of  any  other  unaffiliated  depository 
ristitution  or  depository  holding  company  in  the  same  location, 
subject  to  certain  exceptions  See  12  U  S  C  3201-3207 


one  employer  can  also  agree  to  lend  an  employee  to  a 
second  employer.  See  id.  at  227  comment  a.  When  a 
bank’s  employee  performs  activities  as  agent  for  an¬ 
other  institution  and  under  its  exclusive  control,  then  the 
other  institution,  rather  than  the  bank,  is  engaging  in  the 
activities  through  the  employee  and  the  employee’s 
proximity  to  the  bank  does  not  transform  the  employee 
into  the  bank’s  agent  when  the  employee  is  working  for 
the  other  institution. 

When  a  shared  employee  is  performing  as  the  tenant’s 
employee  or  agent  and  under  the  tenant’s  exclusive 
control  pursuant  to  binding  agreements,  then,  in  our 
view,  that  tenant  may  offer  the  products  described  in 
your  letter,  subject  to  the  limitations  discussed  herein. 
These  include  the  requirements  that  the  employment  or 
agency  relationship  is  clearly  set  forth  in  one  or  more 
contracts  among  the  corporation,  the  bank  and  the 
employees,  is  consistently  adhered  to  by  the  parties, 
and  is  fully  and  accurately  disclosed  to  customers  and 
other  third  parties  dealing  with  the  shared  employee. 
Such  actions  will  minimize  concerns  that  customers  or 
other  third  parties  might  mistakenly  attribute  the  shared 
employee’s  work  for  the  corporation  to  the  bank. 

In  addition,  you  have  indicated  that  to  the  extent  the 
corporation  is  engaged  in  activities  that  are  covered  in 
the  Interagency  Statement,  the  parties  will  comply  fully 
with  the  provisions  of  the  Interagency  Statement,  in¬ 
cluding  specifically  those  referred  to  in  “Arrangements 
with  Third  Parties."  The  OCC  will  monitor  the  parties  for 
compliance  with  the  Interagency  Statement  and  safe 
and  sound  banking  practices  through  the  course  of  its 
regular  on-site  examination  process.4 

The  Interagency  Statement  provides  for  indemnifica¬ 
tion  arrangements  to  cover  any  potential  liability  to  the 
bank  resulting  from  the  shared  employee’s  actions  un¬ 
der  the  programs.  To  the  extent  that  the  corporation  is 
engaged  in  activities  that  are  not  covered  in  the  Inter¬ 
agency  Statement,  participating  banks  should  con¬ 
sider,  as  a  safety  and  soundness  matter,  entering  into 
appropriate  insurance  or  indemnification  arrange¬ 
ments  to  cover  any  potential  liability  to  the  bank  that 
may  arise  under  these  activities.  We  also  suggest  that 
the  parties  include  a  clause  in  the  agreement(s)  which 
expressly  negates  a  partnership  or  joint  venture  and 
expressly  excludes  any  liability  on  the  bank’s  part  for 
the  corporation’s  debts  and  liabilities.  We  draw  your 
attention  to  Friedman  on  Leases  6. 101  (3d  ed.  1990)  n. 
6,  which  proposes  a  clause  to  accomplish  this  purpose. 


4We  also  draw  your  attention  to  NASD  Notice  94-94.  which  proposes 
to  amend  the  NASD  Rules  of  Fair  Practice  by  adopting  rules  govern¬ 
ing  broker-dealers  operating  on  the  premises  of  financial  institutions 
This  will  of  course  be  relevant  to  the  corporation  and  particpating 
banks  if  and  when  it  is  implemented  in  final  form 
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Participating  banks  may  also  wish  to  consider  obtain¬ 
ing  an  opinion  of  counsel,  based  upon  the  specifics  of 
the  proposed  arrangement,  that  the  arrangement  does 
not  constitute  a  joint  venture  or  de  facto  partnership 
between  the  bank  and  the  corporation  under  applica¬ 
ble  state  law. 

The  corporation  plans  to  compensate  the  shared  em¬ 
ployees  for  the  services  which  they  perform  as  its 
agents.  If  the  corporation  will  be  selling  credit  life 
insurance  in  connection  with  the  bank’s  loans,  12 
CFR  2.4  may  limit  the  type  and  amount  of  compensa¬ 
tion  that  the  employee  may  receive,  directly  or  indi¬ 
rectly,  for  such  sales.  We  are  presently  considering  the 
extent  to  which  section  2.4  may  apply  to  shared  em¬ 
ployee  arrangements  similar  to  that  contemplated  here. 

Finally,  the  corporation  and  any  bank  employees  en¬ 
gaged  in  activities  on  behalf  of  the  corporation  requir¬ 
ing  registration  or  licensing  under  applicable  federal  or 
state  statutes  or  regulations  must  be  properly  so  regis¬ 
tered  or  licensed,  and  state  laws  applicable  to  the 
Corporation's  activities  will  apply  to  those  activities 
when  conducted  from  leased  space  to  the  same  extent 
as  from  other  GNA  locations. 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 


681 — August  1995 


This  letter  responds  to  your  facsimile  of  June  22,  1 995, 
inquiring  whether  the  presented  transaction  would 
qualify  as  a  valid  participation  of  an  extension  of  credit 
under  the  OCC’s  lending  limit  regulation,  1 2  CFR  32.  As 
the  transaction  is  structured,  it  would  qualify  as  a  valid 
participation  such  that  Bank  B  need  not  include  in  its 
lending  limit  calculation  the  participated  portion  of  the 
extension  of  credit  to  its  customer. 

The  facts,  as  I  understand  them,  are  as  follows:  Bank 
B,  a  national  bank,  and  its  customer  are  co-signers  on 
a  letter  of  credit  issued  by  Bank  A.  At  the  time  of  a 
drawdown  on  the  letter  of  credit,  Bank  B  will  debit 
customer’s  account  for  the  amount  of  the  drawdown.  If 
Customer  has  insufficient  funds  in  his  account,  Bank  B 
will  reimburse  Bank  A  for  the  draw  and  will  extend  a 
loan  to  customer  to  cover  the  deficiency.  In  addition, 
Bank  B  will  enter  into  a  separate  participation  agree¬ 
ment  with  Bank  C.  The  agreement  will  provide  that  at 
the  time  that  any  loan  from  Bank  B  to  its  customer  is 
funded  as  the  result  of  a  draw  on  the  letter  of  credit, 


Bank  C  will  purchase  a  percentage  interest  in  the  loan, 
without  recourse  to  Bank  B,  and  will  fund  that  purchase 
within  24  hours  of  Bank  B’s  extending  the  loan. 

The  OCC’s  lending  limit  regulation,  12  CFR  32,  defines 
the  term  “loans  and  extensions  of  credit”  in  delineating 
those  transactions  that  are  subject  to  the  limitation 
prescribed  in  12  U.S.C.  84.  12  CFR  32.2(j).  This  defini¬ 
tion  includes  a  “contractual  commitment  to  advance 
funds”  which  is  defined  as,  among  other  things,  “a 
bank’s  obligation  to  advance  funds  under  a  standby 
letter  of  credit ...  or  other  similar  arrangement.”  1 2  CFR 
32.2(f)(1  )(iv).  A  standby  letter  of  credit  is  defined  as  an 
arrangement  "that  represents  an  obligation  to  the  bene¬ 
ficiary  on  the  part  of  the  issuer ...  to  make  payment  on 
account  of  any  indebtedness  undertaken  by  the  ac¬ 
count  party.”  12  CFR  32.2(p)(2).  In  this  situation,  Bank 
B  has  agreed  with  customer  (the  “account  party”)  to 
reimburse  Bank  A  (the  “beneficiary")  on  the  letter  of 
credit  if  customer  lacks  sufficient  funds  in  his  account 
to  cover  a  draw.  Therefore,  the  arrangement  between 
Bank  B  and  customer  —  one  that  is  similar  to  a  standby 
letter  of  credit  because  it  represents  a  presently  un¬ 
funded  commitment  to  reimburse  Bank  A  if  a  future 
draw  is  made  on  the  letter  of  credit  which  the  customer 
cannot  cover  with  funds  in  his  own  account  —  would 
qualify  as  a  contractual  commitment  to  advance  funds 
under  the  OCC’s  lending  limit  regulation  and,  therefore, 
should  be  considered  a  loan  or  extension  of  credit. 

The  lending  limit  regulation  does  provide,  however,  an 
exception  to  the  definition  of  loan  and  extension  of 
credit  for  those  portions  of  an  extension  of  credit  that 
are  validly  participated  to  other  institutions.  Section 
32.2(j)(2)(vi)  indicates  that 

(A)  [tjhat  portion  of  a  loan  or  extension  of  credit 
sold  as  a  participation  by  a  bank  on  a  nonre¬ 
course  basis  [will  not  constitute  a  loan  or  exten¬ 
sion  of  credit],  provided  that  the  participation 
results  in  a  pro  rata  sharing  of  credit  risk  propor¬ 
tionate  to  the  respective  interest  of  the  originating 
and  participating  lenders. 

The  section  further  requires  that: 

(B)  [w]hen  an  originating  bank  funds  the  entire 
loan,  it  must  receive  funding  from  the  participants 
before  the  close  of  business  of  its  next  business 
day.  If  the  participating  portions  are  not  received 
within  that  period,  then  the  portions  funded  will  be 
treated  as  a  loan  by  the  originating  bank  to  the 
borrower. 

Further,  this  office  has  long  recognized  the  ability  of  a 
bank  to  sell  an  unfunded  participation  in  an  unfunded 
commitment,  such  as  a  standby  letter  of  credit.  When 


a  participation  in  an  unfunded  commitment  is  sold,  the 
participation  need  not  be  funded  until  the  underlying 
loan  is  funded.  See  Interpretive  Letter  No.  412,  January 
26,  1988,  by  Peter  Liebesman,  Assistant  Director,  [1988 
1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
1185,636  (“[l]t  is  beyond  dispute  that  a  bank  can  remove 
a  percentage  of  an  unfunded  ’’loan"  —  e.g.,  a  standby 
letter  of  credit  —  from  its  books  by  selling  an  unfunded 
participation  in  that  loan."). 

According  to  the  facts  you  have  presented,  Bank  C  will 
contract  with  Bank  B,  in  a  document  separate  from  the 
letter  of  credit,  to  purchase  an  interest  in  any  future  loan 
made  to  customer.  Further,  Bank  C  will  fund  that  par¬ 
ticipation  interest  within  24  hours  of  Bank  B  funding  its 
loan  to  customer.  Finally,  Bank  C  will  have  no  recourse 
to  Bank  B  on  the  participation.  Assuming  the  pro  rata 
sharing  of  credit  risk  between  Bank  B  and  Bank  C,  the 
sale  of  the  participation  to  Bank  C  would  comply  with 
Section  32.2(j)(2)(vi)  and  would  qualify  as  a  valid  par¬ 
ticipation  of  an  unfunded  loan  commitment.  Therefore, 
Bank  B  need  not  count  towards  its  lending  limit  that 
portion  of  the  extension  of  credit  to  customer  partici¬ 
pated  to  Bank  C. 

Peter  Liebesman 
Assistant  Director 

Bank  Activities  and  Structure  Division 

★  ★  ★ 


682 — August  1995 


Melanie  Fein,  Esq. 

Arnold  &  Porter 

555  Twelfth  Street,  NW 

Washington,  DC  20004-1202 

Re:  Clarification  of  10  Percent  Diversification  Rule, 

12  CFR  9. 1 8(b)(9)(ii). 

Dear  Ms.  Fein: 

This  responds  to  your  letter  on  behalf  of  Federated 
Investors,  Inc  ,  requesting  clarification  from  the  Office 
of  the  Comptroller  of  the  Currency  (OCC)  on  how  the 
10  percent  diversification  rule  applies  to  collective  in¬ 
vestment  fund  (CIF)  investments  in  a  mutual  fund.  See 
12  CFR  9  18(b)(9)(ii).  The  diversification  rule  provides 
that  a  CIF  investment  in  any  one  stock,  bond,  or  other 
obligation  issued  or  guaranteed  by  any  one  person, 
firm  or  corporation  is  limited,  in  the  aggregate,  to  10 
percent  of  the  market  value  of  the  CIF  This  rule  is 


intended  to  ensure  diversification  of  each  CIF’s  portfo¬ 
lio. 

You  note  that  the  10  percent  limit  is  calculated  based 
on  the  market  value  of  a  CIF.  You  also  believe  that  limit 
should  apply  to  a  CIF’s  pro  rata  share  of  any  one 
security  held  by  a  mutual  fund,  when  combined  with  the 
CIF’s  aggregate  direct  and  indirect  holdings  in  that 
security.  You  believe  the  limit  should  not  apply  to  the 
total  value  of  each  security  that  may  be  held  by  a  mutual 
fund  in  which  the  CIF  has  invested.  We  concur  that  the 
10  percent  investment  limit  applies  to  a  CIF’s  pro  rata 
interest  in  each  security  held  by  a  mutual  fund,  com¬ 
bined  with  other  CIF  investments  in  that  security. 

The  OCC  has  applied  a  pass-through  analysis  in  evalu¬ 
ating  CIF  investments  in  mutual  funds  under  Section 
9. 1 8,  and  has  viewed  these  investments  in  mutual  funds 
as  essentially  investments  in  the  underlying  assets  held 
by  those  funds.  See  Letter  from  Ellen  Broadman,  Direc¬ 
tor,  Securities,  Investments,  and  Fiduciary  Practices 
Division  (October  21,  1994)  (unpublished).  For  exam¬ 
ple,  CIF  investments  in  mutual  funds  composed  of  U.S. 
government  obligations  are  viewed  essentially  as  in¬ 
vestments  in  U.S.  government  obligations.  Since  direct 
investments  in  these  obligations  are  not  subject  to  the 
10  percent  diversification  limits  imposed  under  Section 
9.l8(b)(9)(ii),  neither  are  CIF  investments  in  mutual 
funds  composed  of  such  obligations.  Id. 

When  CIFs  invest  in  mutual  funds,  the  most  accurate 
measure  of  the  CIF’s  holdings,  for  purposes  of  applying 
the  diversification  rule,  is  the  CIF’s  pro  rata  interest  in 
the  fund’s  underlying  assets.  This  approach  ensures 
that  mutual  fund  investments  are  sufficiently  diverse 
consistent  with  the  standards  and  purposes  of  Section 
9.18(b)(9)(H).  It  would  be  inappropriate  to  restrict  the 
total  holdings  of  a  particular  security  by  a  mutual  fund 
to  the  CIF’s  investment  limit,  where  the  CIF  does  not  own 
all  the  assets  in  a  fund.  This  could  impose  excessive 
diversification  requirements  on  CIFs  and  prevent  CIFs 
from  investing  in  large  mutual  funds  that  might  offer 
enhanced  diversification  opportunities. 

To  illustrate,  consider  a  CIF  with  a  market  value  of 
$20,000,000  that  is  subject  to  a  10  percent  investment 
limit  of  $2,000,000.  If  the  CIF  invested  $10,000,000  in  a 
mutual  fund  with  $1,000,000,000  in  assets,  the  CIF’s 
interest  in  any  particular  fund  investment  would  equal 
1  percent  of  its  value.  Thus,  the  mutual  fund  could  invest 
up  to  $200,000,000  or  20  percent  of  its  assets  in  any 
particular  security,  since  the  CIF's  pro  rata  interest 
would  not  be  more  than  $2,000,000.  If  the  10  percent 
limit  instead  limited  the  holdings  by  the  mutual  fund,  the 
mutual  fund  could  not  invest  more  than  $2,000,000  or 
.2  percent  of  its  assets  in  any  one  security.  Such  a 
diversification  requirement  would  be  excessive,  would 
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exceed  the  levels  provided  for  the  OCC’s  diversification 
rule,  and  could  preclude  CIF  investments  in  large, 
highly  diverse  mutual  funds. 

Ellen  Broadman 
Director 

Securities  and  Corporate  Practices  Division 

★  ★  ★ 


683 — August  1995 


William  F.  Rosenblum,  Jr. 

Republic  National  Bank  of  New  York 
Senior  Vice  President  and 
Deputy  General  Counsel 
452  Fifth  Avenue 
New  York,  NY  10018 

Re:  National  Bank  May  Trade  and  Deal  in  Palladium 
Pursuant  to  12  U.S.C.  24(Seventh) 

Dear  Mr.  Rosenblum: 

This  is  in  reply  to  your  letter  requesting  the  concurrence 
of  the  Office  of  the  Comptroller  of  the  Currency  (OCC) 
that  Republic  National  Bank  of  New  York  (“the  bank”) 
may  lawfully  expand  its  activities  to  include  trading  and 
dealing  in  palladium.  For  the  reasons  set  forth  below,  it 
is  our  view  that  the  activities  are  encompassed  within 
the  business  of  banking  authorized  for  a  national  bank 
pursuant  to  12  U.S.C.  24  (Seventh). 

Background 

The  bank  previously  engaged  in  palladium  trading  and 
dealing  through  Republic  Mase  Bank  Limited,  a  U.K. 
bank  held  by  the  bank’s  operating  subsidiary,  Republic 
Overseas  Banks  Holding  Corporation.  Republic  Mase 
engaged  in  trading  and  dealing  in  gold,  silver,  platinum, 
and  palladium  and  related  bullion  banking  activities 
and  has  been  one  of  the  leading  dealers  in  these  metals 
in  world  markets.  In  addition,  Republic  Mase  dealt  and 
made  markets  in  these  metals  in  the  spot  and  forward 
markets  and  bought  and  sold  options  on  precious 
metals.  Republic  Mase  was  one  of  the  five  members  of 
the  London  Gold  Fixing,  which  twice  daily  sets  the  price 
that  is  a  leading  reference  point  in  gold  transactions  in 
world  markets,  was  a  market-making  member  of  the 
London  Bullion  Market  Association,  and  was  a  member 
of  the  London  Platinum  and  Palladium  Market  (P&P 
Market),  which  sets  standards,  prices,  and  settlement 
procedures  for  platinum  and  palladium. 


Effective  year-end  1994,  the  bank  purchased  the  as¬ 
sets  of  the  Republic  Mase  bullion  banking  business  in 
London.  With  the  exception  of  the  palladium  portion  of 
the  business,  the  former  activities  of  Republic  Mase  are 
now  being  conducted  in  the  bank,  primarily  through  its 
London  branch.  The  reorganization  allows  the  bank  to 
provide  global  24-hour  coordinated  bullion  banking 
operations  for  international  clients  and  correspondents. 
In  addition,  the  reorganization  allows  increased  bullion 
banking  and  trading  business  to  be  supported  by  the 
larger  capital  base  of  the  bank,  including  satisfaction 
of  the  large  exposure  rules  of  the  European  Community, 
which  had  restricted  the  bullion  trading  of  Republic 
Mase  due  to  its  smaller  capital  base  as  an  indirect 
subsidiary. 

The  bank  wishes  to  add  to  its  operations  the  palladium 
activities  that  it  has  been  conducting  through  Republic 
Mase. 1  These  include  acting  as  a  market-making  mem¬ 
ber  of  P&P  Market,  and  other  dealing,  as  well  as  trading 
for  its  own  account  and  as  agent  for  customers.  The 
bank  believes  these  activities  are  within  the  scope  of 
the  metals  dealing  authority  of  national  banks  because 
of  the  close  similarity  to  permissible  platinum  activities, 
the  development  of  the  metals  dealing  market  in  which 
banks  are  major  participants,  and  the  bank’s  capability 
to  conduct  the  activity  prudently.  The  bank  has  stated 
that  precious  metal  counterparties  regard  palladium 
and  platinum  trading  as  closely  related  and  as  an 
integral  part  of  the  services  that  they  expect  from  the 
bank.  The  bank  also  notes  that  the  rules  of  the  P&P 
Market  currently  require  the  bank,  as  a  platinum  mar¬ 
ket-making  member,  also  to  make  a  market  in  palla¬ 
dium. 

The  National  Bank  Act 

A  national  bank  may  engage  in  activity  pursuant  to  12 
U.S.C.  24  (Seventh)  if  the  activity  is  part  of  or  incidental 
to  the  business  of  banking.  The  OCC  previously  has 
concluded  that  national  banks  have  authority  to  buy 
and  sell,  as  agent  for  customers  and  for  the  bank’s  own 
account  gold,  silver  and  platinum  coins  and  bullion 
pursuant  to  the  enumerated  power  in  1 2  U.S.C.  24(Sev- 
enth)  to  “buy  and  sell[]  exchange,  coin,  and  bullion.”2 


Jn  general,  a  national  bank  may  engage  in  activities  in  a  foreign 
country  that  are  permissible  under  1 2  U.S.C.  24(Seventh),  so  long  as 
the  activities  are  usual  in  connection  with  the  business  of  banking  in 
the  country  where  the  bank  transacts  business  The  Federal  Reserve 
Baord  previously  determined  that  the  palladium  activities  of  Republic 
Mase,  which  will  be  transferred  to  the  bank,  are  usual  in  connection 
with  the  transaction  of  banking  operations  in  the  U  K  Republic 
National  Bank  of  New  York,  80  Federal  Reserve  Bulletin  177,  179 
(1994). 

interpretive  Letter  No.  553  (May  2,  1991),  see  also  Interpretive  Letter 
No  648  (May  4,  1994),  18 
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Although  the  National  Bank  Act  enumerates  five  spe¬ 
cific  activities  by  which  banking  is  conducted,  the 
Supreme  Court  has  confirmed  that  the  powers  included 
within  the  "business  of  banking"  are  not  limited  to  the 
powers  enumerated  in  Section  24  (Seventh).  See  Na¬ 
tionsBank  v.  Variable  Annuity  Life  Ins.  Co.,  1 15  S.Ct.  810 
(1995 )(VALIC).  Rather,  the  business  of  banking  is  an 
expansive  concept,  and  the  enumerated  powers  are 
merely  illustrative.  The  business  of  banking  includes 
other  powers  that  are  convenient  or  useful  to  the  con¬ 
duct  of  banking *  3 

Enumerated  Power  to  Buy  and  Sell  Bullion 

Paragraph  Seventh  of  12  U.S.C.  24  authorizing  the 
purchase  and  sale  of  “bullion”  does  not  define  the  term. 
However,  while  the  section  does  not  specify  that  palla¬ 
dium  may  be  bought  and  sold  under  this  enumerated 
power,  neither  does  it  place  limitations  on  the  types  of 
metals  that  constitute  bullion. 

The  OCC  has  previously  concluded  that  the  term  “bul¬ 
lion”  includes  uncoined  gold  and  silver  in  bar  or  ingot 
form,  consistently  with  the  first  dictionary  definition  of 
the  term  “bullion”  as  “gold  or  silver  considered  as  so 
much  metal.”4  See  Banking  Circular  58.  The  OCC  sub¬ 
sequently  concluded  that  the  term  “bullion”  also  in¬ 
cludes  platinum.5  The  OCC’s  conclusion  was 
supported  by  market  development  indicating  platinum 
was  part  of  the  bullion  banking  business,  by  the  other 
common  dictionary  definition  of  “bullion”  as  “metal  in 
the  mass,”  and  by  the  minting  of  platinum  coins.6  In 
reaching  the  conclusion  that  platinum  constitutes  “bul¬ 
lion”  based  on  these  factors,  the  OCC  recognized  that 
other  metals  also  may  be  bullion. 

The  same  factors  that  supported  the  OCC’s  conclusion 
with  respect  to  platinum  support  inclusion  of  palladium 
within  the  definition  of  bullion.  In  recent  years,  palla¬ 
dium  has  been  used  to  mint  legal-tender  coins.7  Palla¬ 
dium,  like  platinum,  is  bought  and  sold  as  metal  in  a 
mass  standardized  as  to  weight  and  purity.  The  bank’s 


Tetter  No  494  (December  20,  1989),  reprinted  in  [1989-1990  Trans¬ 

fer  Binder]  Fed  Banking  L  Rep.  (CCH)  H  85,614. 

4  Webster's  Ninth  New  Collegiate  Dictionary  (1986)  at  186.  See  also 
U  S  Department  of  Interior  Bureau  of  Mines,  A  Dictionary  of  Mining, 
Mineral,  and  Related  Terms  (1968)  at  150. 

"'Interpretive  Letter  No  553,  reprinted  in  [1990-1991  Transfer  Binder] 
Fed  Banking  L  Rep  (CCH)  H  83,300  (May  2,  1991 ). 
f‘  Oxford  English  Dictionary  (Compacted  1971),  1 170.  The  etymology 
of  the  word  bullion"  indicates  a  connection  between  bullion  and  the 
minting  of  currency  Id  Consistent  with  the  “metal  in  the  mass” 
definition  is  the  description  in  The  Metals  Handbook  (8th  ed  1961 ), 

6  of  the  American  Society  for  Metals,  stating  that  bullion  is:  (1)  a 

senrvrefmed  alloy  containing  sufficient  precious  metal  to  make  recov¬ 

ery  profitable,  or  (2)  refined  gold  or  silver,  uncoined 
'Rem  ,d;t  China,  and  the  former  Soviet  Union  have  issued  palladium 

coms  See  C  Krause  Standard  Catalog  of  World  Coins  (20th  ed.) 
1993) 


customers  increasingly  expect  the  bullion  banking 
services,  and  a  number  of  state  laws  now  define  the 
term  “precious  metals”  to  include  palladium.8  Based  on 
the  foregoing,  it  is  reasonable  to  conclude  that  buying 
and  selling  palladium  as  a  trader  or  dealer  is  encom¬ 
passed  within  the  enumerated  power  of  national  banks 
to  buy  and  sell  bullion. 

Business  of  Banking 

The  record  in  this  case  also  supports  approval  of  the 
bank’s  proposed  activity  pursuant  to  the  authority  of  a 
national  bank  in  12  U.S.C.  24  (Seventh)  to  engage  in 
the  business  of  banking.  Judicial  cases  affirming  OCC 
interpretations  establish  that  an  activity  is  within  the 
scope  of  this  authority  if  the  activity  is  functionally 
equivalent  to  or  a  logical  outgrowth  of  a  traditional 
banking  activity.  An  activity  also  may  be  considered 
encompassed  within  the  business  of  banking  based  on 
other  factors,  such  as  the  similarity  of  risk  of  the  activity 
to  normal  banking  risks,  or  other  considerations.9 

The  bank  maintains  that  trading  and  dealing  in  palla¬ 
dium  are  part  of  the  business  of  banking  on  the  basis 
of  the  functional  similarity  to  trading  and  dealing  in 
platinum.  There  is  substantial  factual  support  for  the 
bank’s  arguments. 

Both  metals  trade  on  the  P&P  Market,  which  has  linked 
platinum  and  palladium  for  market-making,  regulatory, 
and  other  purposes.  Palladium  serves  as  a  substitute 
for  platinum  both  in  precious  metals  dealing  and  trad¬ 
ing.  Palladium  is  bought  and  sold  either  through  private 
supply  contract  or  the  precious  metals  markets,  and 
generally  trades  in  tandem  with  platinum.  The  price  of 
palladium  fluctuates  in  response  to  changes  in  plati¬ 
num  prices. 

Palladium  also  serves  as  a  substitute  for  platinum  in 
commercial  applications.  Palladium  is  a  member  of  the 
platinum  group  of  metals.  Metals  in  the  platinum  group 
are  similar  in  their  physical  properties  and  uses  and  are 
generally  found  together  in  the  same  ore.  Of  this  group, 
platinum  and  palladium  are  mined  in  sufficient  quanti¬ 
ties  to  support  extensive  trading  activity.  Both  platinum 
and  palladium  are  used  commonly  in  jewelry  produc¬ 
tion.  Substantial  demand  for  palladium  is  generated 
from  its  industrial  uses,  primarily  the  electronics  indus- 


8E.g.,  Ariz  Rev.  Stat.  Ann.  44-1 801(1 4)(1 994);  Cal  Corp  Code  2951 5 
(Deermg  1995);  Colo.  Rev  Stat  1 1-53-102(13)(1994),  Ga.  Code  Ann 
10-5A-1 121994);  Neb.  Rev.  Stat  8-1715  (1994)  N  J  Stat  51  6A- 
5(a)(1993). 

*  See  VALIC,  M  &  M  Leasing  Corp  v  Seattle  First  National  Bank.  563 
F.2e  1377,  1382  (9th  Cir.  1977),  cert,  denied,  436  U  S.  956  (1978); 
American  Ins  Ass’n  v.  Clarke.  865  F.2d  278,  282  (2d  Cir  1988),  New 
York  State  Ass'n  of  Life  Underwriters  v  New  York  State  Ranking 
Department,  83  N  Y  2d  353,  632  N  E  2d  876,  880  81  (1994) 
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try,  where  the  metal  is  sometimes  combined  with  silver. 
Palladium  also  is  commonly  employed  as  a  substitute 
for  gold  or  platinum  in  dental  alloys.  Palladium  some¬ 
times  is  substituted  for  or  alloyed  with  platinum  in 
automotive  catalytic  converter  production. 

The  similarity  between  trading  and  dealing  in  palladium 
and  trading  and  dealing  in  platinum  is  further  evi¬ 
denced  by  the  expectations  of  customers  that  the 
bullion  banking  activities  of  the  bank  include  both  met¬ 
als  and  the  fact  that  risk  management  would  be  similar. 

These  factual  considerations  establish  functional 
equivalency  between  trading  and  dealing  in  platinum 
and  trading  and  dealing  in  palladium.  On  that  basis, 
trading  and  dealing  in  palladium  is  part  of  the  business 
of  banking  authorized  in  12  U.S.C.  24  (Seventh).10 

Conclusion 

Based  on  the  foregoing,  the  OCC  concludes  that  pal¬ 
ladium  trading  and  dealing  are  encompassed  within 
the  enumerated  authority  of  a  national  bank  in  12  U.S.C. 
24  (Seventh)  to  buy  and  sell  bullion  and  also  are  part 
of  the  business  of  banking  authorized  in  that  Paragraph 
Seventh.  The  bank,  therefore,  may  engage  in  trading 
and  dealing  in  palladium  as  described  in  your  letter.11 
The  bank  is  reminded  of  the  applicability  of  Banking 
Circulars  58  and  277  to  the  palladium  activities. 

Julie  L.  Williams 
Chief  Counsel 

*  ★  ★ 


10Another  consideration  that  supports  a  conclusion  that  trading  and 
dealing  in  palladium  is  part  of  the  business  of  banking  is  the  fact  that 
banks  already  conduct  it.  Banks  in  the  United  Kingdom  play  a  major 
role  in  the  palladium  market:  six  of  the  nine  members  of  the  P&P 
Market  are  banks. 

"The  bank  has  stated  that  it  intends  to  buy  and  sell  options  on 
palladium.  The  OCC  has  previously  concluded  that  a  national  bank 
may  buy  and  sell  options  contracts  for  its  own  account  where  the 
bank  is  empowered  to  buy  and  sell  the  underlying  instrument  for  its 
own  account.  See  OCC  Interpretive  Letter  No.  423  (April  11,  1988), 
reprinted  in  [1 988-1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
H  85,647.  The  bank  further  requests  authorization  to  assume  the 
market-making  membership  in  the  P&P  Market  currently  held  by 
Republic  Mase.  The  OCC  has  previously  found  the  conduct  of 
permissible  activities  as  a  member  of  an  exchange  to  be  within  the 
legally  authorized  powers  of  national  banks.  Id  As  a  member  of  the 
P&P  Market,  the  bank  will  not  undertake  any  guarantee  or  liability, 
clearing  or  otherwise,  for  other  members’  trades 
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Re:  Commodity-Linked  Financial  Transactions 

We  are  writing  in  response  to  the  request  of  the  bank 
for  approval  to  make  and  take  physical  delivery  of 
commodities  (“eligible  commodities”)  in  connection 
with  certain  commodity-linked  financial  transactions.1 
The  bank  proposes  to  make  and  take  physical  delivery 
of  eligible  commodities  in  connection  with  transactions 
to  hedge  commodity  price  risk  in  commodity-linked 
transactions  with  its  customers  (“hedge  transac¬ 
tions”).2 

We  conclude  that  the  bank’s  proposal  to  conduct 
hedge  transactions  is  consistent  with  Banking  Circular 
277  and  prior  OCC  interpretive  letters.  The  transactions 
would  be  used  only  to  manage  risk  arising  from  other¬ 
wise  permissible  banking  activities,  not  be  entered  into 
for  speculative  purposes,  and  constitute  a  nominal 
percentage  of  the  bank’s  risk  management  activities. 

I.  Facts 

The  bank  has  submitted  a  plan  for  undertaking  the 
physical  delivery  of  eligible  commodities  in  a  variety  of 
hedge  transactions.  The  bank  would  initiate  hedge 
transactions  to  manage  the  risks  arising  out  of  permis¬ 
sible  commodity-linked  financial  transactions.  These 
transactions  would  represent  an  additional  hedging 
tool  or  be  incidental  to  transactions  the  bank  currently 
engages  in  with  its  customers.  The  transactions  would 
supplement  the  bank’s  existing  risk  management  ac¬ 
tivities  and  would  be  customer-driven. 

The  bank  would  not  act  as  dealer  or  market-maker  in 
hedge  transactions  by  quoting  prices  continuously  on 
both  sides  of  the  market.  The  bank  may,  however,  enter 
into  hedge  transactions  with  firms  that  are  dealers  or 
market-makers.  The  bank  would  not  take  a  position  in 
an  eligible  commodity  for  the  purpose  of  profiting  from 
price  changes,  but  it  may  occasionally  hold  an  eligible 
commodity  as  a  result  of  a  transaction  that  is  not 
perfectly  matched.  The  bank  is  not  a  user  of  or  investor 
in  eligible  commodities  and  any  amount  it  would  hold 


^he  term  Eligible  Commodity  includes  all  metals  for  which  the  Bank 
does  not  presently  have  authority  to  make  or  take  physical  delivery, 
including  the  "ma|or"  metals,  aluminum,  copper,  lead,  nickel,  tin,  and 
zinc,  and  “minor"  metals  such  as  cobalt  and  the  platinum  group  of 
metals  such  as  iridium,  palladium,  and  rhodium 

2The  Bank  also  proposes  to  take  physical  delivery  of  commodities 
where  physical  delivery  is  incidental  to  its  role  as  a  financial  interme¬ 
diary  in  response  to  customer  needs  The  OCC  is  considering 
separately  this  portion  of  the  Bank’s  request  and  will  provide  a 
response  in  subsequent  correspondence 
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from  time  to  time  would  be  small.  The  bank's  hedge 
transaction  activities  would  be  nominal,  and  no  more 
than  5  percent  of  its  total  transactions  involving  eligible 
commodities  would  involve  actual  physical  delivery. 

The  bank  has  represented  that,  in  all  hedge  transac¬ 
tions,  it  would  take  delivery  of  an  eligible  commodity 
either  by  warehouse  receipts  or  simultaneous  “pass¬ 
through”  delivery  to  another  party.  In  no  case  would  the 
bank  take  delivery  by  receipt  of  physical  quantities  of 
the  eligible  commodity  on  bank  premises. 

For  the  major  metals  such  as  aluminum,  copper,  lead, 
nickel,  tin,  and  zinc  (and  in  the  case  of  some  minor 
metals),  delivery  would  take  place  by  warehouse  re¬ 
ceipts.  In  most  cases,  this  would  involve  delivery  of 
receipts  issued  by  warehouses  approved  by  the  Lon¬ 
don  Metals  Exchange.  In  other  transactions,  the  bank 
would  make  or  take  delivery  of  warehouse  receipts 
issued  by  warehouses  approved  by  Comex  or  another 
major  exchange  or  such  other  warehouses  that  are 
acceptable  to  the  bank  as  a  credit  matter.  Upon  taking 
a  warehouse  receipt,  the  bank  would  usually  deliver  it 
under  an  offsetting  transaction  with  the  same  settle¬ 
ment  date. 

In  cases  where  delivery  is  not  by  warehouse  receipt, 
the  bank  would  employ  simultaneous  pass-through 
delivery,  by  notification  of  one  counterparty  (the  bank’s 
seller)  to  deliver  directly  to  another  counterparty  (the 
bank’s  buyer).  The  bank  would  use  this  mechanism  in 
transactions  involving  delivery  of  minor  or  strategic 
metals  such  as  cobalt,  iridium  or  rhodium  (although 
such  metals  may  also  settle  by  warehouse  receipts).  In 
such  cases,  the  bank  would  not  take  possession  of 
physical  quantities  on  its  premises.  Instead,  within  one 
business  day  of  the  original  transaction,  it  would  enter 
into  an  offsetting  transaction  having  the  same  settle¬ 
ment  date  as  the  original  transaction  and  deliver  on  a 
“pass-through”  basis  the  eligible  commodity  in  physi¬ 
cal  form. 

II.  Compliance  with  BC  277 — Policies  and  Procedures 

The  bank  has  represented  that  it  would  manage  the 
risks  associated  with  these  activities  consistently  with 
Banking  Circular  277.  Prior  to  commencing  the  activi¬ 
ties,  the  bank  would  inform  and  obtain  authorization 
from  its  board  of  directors.  The  bank  would  incorporate 
individual  transactions  in  eligible  commodities  and 
other  related  information  in  existing  reviews  and  reports 
to  senior  management  and  the  directorate,  subject  to 
review  by  its  audit  department. 

The  bank  would  manage  market  or  price  risk  arising 
from  transactions  in  eligible  commodities  as  it  does  in 
other  derivatives  activities  The  bank  would  not  take  a 


net  position  in  eligible  commodities  and,  therefore,  it 
should  have  minimal  price  risk  as  a  result  of  these 
activities. 

The  bank  would  manage  its  credit  risk  for  the  proposed 
activities  as  it  does  in  its  present  activities.  The  bank 
would  establish  credit  lines  for  warehouses  or  other 
agents  taking  physical  delivery  for  the  bank,  and  for 
credit,  mark-to-market,  and  settlement  risk,  all  in  ac¬ 
cordance  with  its  present  policies. 

The  bank  foresees  minimal  liquidity  risk  in  the  proposed 
activities,  which  would  be  nominal  compared  to  its 
overall  risk  management  activities.  There  would  be  little 
liquidity  risk  associated  with  customer  default  given  the 
qual  ity  of  the  bank’s  prospective  counterparties  and  the 
fact  that  the  bank’s  activities  would  be  limited  by  market 
conditions  and  its  perceived  ability  to  cover  prospec¬ 
tive  transactions. 

There  are  few  operational  risks  in  the  proposal  since  the 
eligible  commodities  are  not  hazardous  materials  and 
are  non-perishable.  The  only  new  operating  risks  would 
be  risks  relating  to  delivery.  Delivery  of  eligible  com¬ 
modities  by  warehouse  receipt  resembles  the  way  the 
bank  sometimes  handles  delivery  of  bullion.  In  cases 
where  warehouse  receipts  are  not  used,  delivery  on  a 
pass-through  basis,  by  instructing  one  bank  customer 
to  deliver  to  another  bank  customer  on  the  bank’s 
behalf,  presents  manageable  risks. 

The  bank  would  satisfy  itself  that  hedge  transaction 
counterparties  have  the  legal  and  regulatory  authority 
to  enter  into  such  transactions.  The  bank  would  reason¬ 
ably  satisfy  itself  that  the  terms  of  any  contract  for  such 
transactions  are  legally  sound,  as  it  would  for  any 
derivative  transaction.  The  bank  has  agreed  to  allocate 
sufficient  additional  capital  for  the  new  activities,  con¬ 
sidering  the  risks  described  in  Banking  Circular  277 
and  all  regulatory  requirements  for  capital.  The  bank 
believes  that  the  proposed  hedge  transactions  do  not 
present  any  accounting  issues  different  from  those  in 
its  present  bullion  and  commodity  swaps  businesses. 

III.  Legal  Analysis 

The  authority  of  national  banks  to  physically  hedge  the 
risks  arising  from  their  commodity-linked  activities  in 
hedge  transactions  is  supported  by  the  National  Bank 
Act  and  existing  precedent.  These  transactions  consti¬ 
tute  a  permissible  banking  activity,  subject  to  supervi¬ 
sory  concurrence,  provided  they  are  conducted  in 
accordance  with  safe  and  sound  banking  practices. 

A  national  bank  may  engage  in  activities  pursuant  to  12 
U.S.C.  24(Seventh)  if  the  activities  are  part  of,  or  inci¬ 
dental  to,  the  business  of  banking.  Section  24(Seventh) 
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expressly  provides  that  national  banks  shall  have  the 
power: 

To  exercise  ...  all  such  incidental  powers  as  shall 
be  necessary  to  carry  on  the  business  of  banking; 
by  discounting  and  negotiating  promissory  notes, 
drafts,  bills  of  exchange,  and  other  evidences  of 
debt;  by  receiving  deposits;  by  buying  and  selling 
exchange,  coin,  and  bullion;  by  loaning  money  on 
personal  security;  and  by  obtaining,  issuing,  and 
circulating  notes  according  to  the  provisions  of 
title  62  of  the  Revised  Statutes. 

Although  engaging  in,  and  hedging  the  risks  arising 
from,  commodity-linked  transactions  are  not  among  the 
enumerated  powers  of  section  24(Seventh),  the  Su¬ 
preme  Court  has  rejected  a  narrow  view  of  the  bank 
powers  clause  which  would  interpret  the  Act  as  grant¬ 
ing  to  national  banks  only  the  five  specified  powers  and 
such  ancillary  powers  needed  to  perform  those  five. 
The  bank  powers  clause  is  a  broad  grant  of  the  power 
to  engage  in  the  business  of  banking,  including,  but  not 
limited  to,  the  five  specifically  recited  powers  and  such 
other  powers  that  are  reasonably  necessary  to  perform 
not  just  the  enumerated  powers,  but  the  business  of 
banking  as  a  whole.  See  NationsBank  v.  Variable  Life 

Annuity  Co _ U.S._  ,  115  S.Ct.  810  (1995)3  Many 

activities  that  are  not  included  in  the  enumerated  pow¬ 
ers,  including  acting  as  afinancial  intermediary  through 
commodity-linked  transactions,  are  also  inherent  parts 
of  the  business  of  banking.  See  Interpretive  Letter  No. 
632  (June  30,  1993)  and  Interpretive  Letter  No.  494 
(December  20,  1989),  reprinted  in  [  1989- 1990  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  j]  83,083. 

The  bank’s  activity  is  within  the  authority  of  a  national 
bank  under  12  U.S.C.  24(Seventh)  to  engage  in  the 
business  of  banking  or  activities  incidental  thereto. 
Judicial  cases  affirming  OCC  interpretations  establish 
that  an  activity  is  within  the  scope  of  this  authority  if  the 
activity:  (1)  is  functionally  equivalent  to  or  a  logical 
outgrowth  of  a  traditional  banking  activity;  (2)  would 
respond  to  customer  needs  or  otherwise  benefit  the 
bank  or  its  customers;  and  (3)  involve  risks  similar  to 
those  already  assumed  by  banks.  The  bank’s  proposed 
hedge  transactions  are  all  permissible  for  national 
banks  as  a  means  to  manage  the  risks  arising  from  its 
permissible  commodity-linked  transactions. 

National  banks  may  take  physical  delivery  of  commodi¬ 
ties  in  hedge  transactions  as  a  logical  outgrowth  of,  or 


3See  also  M  &  M  Leasing  Corp.  v.  Seattle  First  National  Bank ,  563 
F.2d  1377  1382  (9th  Cir.  1977),  cert,  denied ,  436  U  S  956  (1978); 
American  Ins  Ass'n  v.  Clarke ,  865  F.2d  278,  282  (2d  Cir  1988);  New 
York  State  Ass’n  of  Life  Underwriters  v.  New  York  State  Banking 
Department,  83  N  Y.2d  353,  632  N.E.2d  876,  880-81  (1994). 


as  a  means  to  manage  the  risks  arising  from  permissi¬ 
ble  banking  activities,  even  if  they  may  not  purchase  as 
investments  the  underlying  nonfinancial  commodities 
or  nonfinancial  commodity  futures  and  options.  See 
Letter  from  Horace  G.  Sneed,  Senior  Attorney,  Legal 
Advisory  Services  Division  (March  2,  1992)  (unpub¬ 
lished)  ( ", Portfolio  Letter ')  and  Banking  Circular  79  (3rd 
Rev)  (April  19,  1983)  (superseded  by  Banking  Circular 
277  (October  27,  1993))  (National  banks  may  use  fu¬ 
tures,  options,  and  forward  contracts  to  manage  inter¬ 
est  rate  risk  associated  with  their  commercial  banking 
activities).  Similarly,  a  national  bank  may  use  futures 
contracts,  options,  and  similar  cash-settled,  over-the- 
counter  instruments  to  hedge  commodity  price  risk 
resulting  from  unmatched  swaps.  Banks  may  use  such 
instruments  as  hedges  on  a  portfolio  basis.  See  No-Ob- 
jection  Letter  No.  90-1  (February  16,  1990),  reprinted 
in  [1989-1990  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  H  83,095  and  Portfolio  Letter. 

The  bank’s  customers  seek  to  engage  in  hedge  transac¬ 
tions  and  would  benefit  directly  from  the  bank’s  ability  to 
take  physical  delivery  of  commodities  in  those  transac¬ 
tions.  The  bank  can  use  physical  delivery  in  hedge  trans¬ 
actions  to  achieve  more  accurate  and  economical 
hedges.  As  a  result,  the  bank  may  offer  its  customers 
reduced  prices  and  opportunities  to  increase  their  use  of 
hedge  transactions  to  reduce  financial  risk.  Customers 
also  would  benefit  from  an  increase  in  competition  result¬ 
ing  from  the  addition  of  the  bank  to  the  number  of  financial 
intermediaries  and  other  entities  that  would  take  physical 
delivery  as  counterparties  in  hedge  transactions. 

The  risks  presented  in  taking  physical  delivery  in  hedge 
transactions  are  similar  to  those  the  bank  currently 
assumes  in  its  risk  management  activities.  Physical 
delivery  in  commodity  transactions  in  fact  can  help 
reduce  the  bank’s  overall  risks  arising  from  these  activi¬ 
ties.  Sometimes  both  exchange-traded  and  cash-set¬ 
tled  over-the-counter  transactions  may  provide  less 
than  precise  hedges,  thereby  exposing  a  bank  to  basis 
risk,  the  risk  that  the  price  fluctuations  of  the  hedge 
would  not  exactly  match  the  price  fluctuations  of  the 
underlying  transaction.  The  OCC  thus  has  found  it 
permissible  for  national  banks  to  access  the  physical 
market  for  hedging  purposes,  provided  that  such  ac¬ 
tivities  are  undertaken  in  accordance  with  safe  and 
sound  banking  practices  and  would  achieve  a  more 
accurate  and  precise  hedge  than  exchange-traded  or 
over-the-counter  transactions.4 


4The  requirement  in  Interpretive  Letter  632  that  a  physical  hedge 
must  be  the  most  accurate  and  precise  hedge  possible  is  satisfied 
when  the  hedge  more  effectively  reduces  risk  than  a  cash-settled 
hedge  The  requirement  does  not  necessarily  trigger  any  additional 
compliance  burdens  unique  to  physical  hedges,  such  as  a  separate 
requirement  to  keep  written  records  of  terms  for  comparable  cash- 
settled  hedges. 
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Physical  hedging  is  part  of  or  incidental  to  the  business 
of  banking  and  a  permissible  activity  for  national  banks 
under  12  U.S.C.  24(Seventh),  since  physical  hedging 
allows  banks  to  reduce  the  risks  associated  with  an 
otherwise  permissible  banking  activity,  engaging  in 
commodity-linked  transactions.  Ancillary  activities  as¬ 
sociated  with  the  physical  settlement  of  hedging  trans¬ 
actions,  such  as  the  transfer  or  receipt  of  documents 
evidencing  title  to  commodities,  and  the  storing,  trans¬ 
porting,  and  disposing  of  such  commodities,  also  are 
permissible  for  national  banks.  Interpretive  Letter  No. 
632,  supra. 

The  bank’s  proposal  to  take  physical  delivery  of  certain 
metals  not  specifically  mentioned  in  Interpretive  Letter 
No.  632  does  not  affect  the  permissibility  of  the  activity. 
The  reasoning  in  the  letter  may  be  applied  readily  to 
eligible  commodities  since  taking  physical  delivery  in 
conjunction  with  hedging  activities  would  help  reduce 
the  risk  involved  in  the  bank's  risk  management  activi¬ 
ties.  In  fact,  the  bank’s  proposal  would  not  involve 
several  of  the  risks  associated  with  physical  delivery  of 
commodities  that  were  identified  in  Interpretive  Letter 
No.  632,  such  as  non-delivery  due  to  force  majeure, 
and  storage  and  transportation  risks. 

IV.  Supervisory  Concerns 

As  with  any  other  banking  activity,  a  national  bank  that 
engages  in  hedge  transactions  involving  physical  de¬ 
livery  must  observe  safe  and  sound  banking  practices 
to  ensure  that  it  manages  appropriately  any  associated 
risks.  At  a  minimum,  a  bank  must  have  in  place  controls 
of  the  type  already  identified  in  Banking  Circular  277. 
A  national  bank  may  only  engage  in  hedging  transac¬ 
tions  involving  physical  settlement  where  such  transac¬ 
tions  provide  a  more  accurate  hedge  than  available 
exchange-traded  or  over-the-counter  transactions,  tak¬ 
ing  into  account  all  of  the  costs  associated  with  the 
physical  hedging  transactions.  All  physical  hedge 
transactions  must  be  customer  driven. 

Section  F.3  of  Banking  Circular  277  provides  guidance 
concerning  physical  commodity  transactions.  This  sec¬ 
tion  is  applicable  to  hedge  transactions  and  the  bank 
has  structured  its  proposal  to  comply  with  these  stand¬ 
ards.  In  particular,  a  national  bank  contemplating  such 
transactions  "to  manage  the  risks  arising  out  of  physical 
commodity  financial  derivatives  transactions,”  must  ob¬ 
tain  the  prior  approval  of  the  OCC.  The  transactions 
must  (a)  supplement  the  bank’s  existing  risk  manage¬ 
ment  activities,  (b)  constitute  a  nominal  percentage  of 
a  bank's  risk  management  activities,  (c)  be  used  only 
to  manage  risk  arising  from  otherwise  permissible 
banking  activities,  and  (d)  not  be  for  speculative  pur¬ 
poses. 


The  OCC  would  expect  a  national  bank  that  engages 
in  physical  hedge  transactions  to  adopt  and  maintain: 
(i)  specific  written  policies  and  procedures  approved 
by  the  board  of  directors  which  set  forth  the  circum¬ 
stances  under  which  physical  delivery  in  hedge  trans¬ 
actions  is  permissible,  establish  permissible  strategies 
for  physical  delivery  in  such  transactions,  and  address 
the  relationship  between  hedge  transactions  and  other 
banking  activities;  (ii)  established  position  limitations; 
(iii)  a  system  for  monitoring  credit  risk  exposure  asso¬ 
ciated  with  various  customers  and  dealers  with  whom 
operating  personnel  are  authorized  to  transact  busi¬ 
ness;  (iv)  appropriate  internal  controls  including  mini¬ 
mum  documentation  to  support  the  authorized  use  of 
physical  delivery  in  hedge  transactions,  periodic  re¬ 
ports  to  management,  segregation  of  duties,  and  inter¬ 
nal  audit  programs,  designed  to  ensure  adherence  to 
bank  policy  and  to  prevent  unauthorized  trading  and 
other  abuses;  (v)  safeguards  designed  to  manage  the 
risks  associated  with  storing,  transporting,  and  dispos¬ 
ing  of  commodities  of  which  the  bank  has  taken  deliv¬ 
ery,  including  policies  and  procedures  designed  to 
ensure  that  the  bank  has  adequate  levels  of  insurance 
(including  insurance  for  environmental  liabilities) 
which,  after  deductions,  are  commensurate  with  the 
risks  assumed;  and  (vi)  minimum  qualifications  and 
appropriate  training  requirements  for  bank  employees 
engaged  in  hedge  transactions. 

V.  Conclusion 

For  the  reasons  discussed  above  and  subject  to  the 
limitations  contained  herein,  the  OCC  concludes  that  it 
is  legally  permissible  for  a  national  bank  to  hedge  the 
financial  exposure  arising  from  otherwise  permissible 
banking  activities  in  markets  that  involve  physical  de¬ 
livery  of  commodities  and,  in  connection  with  such 
hedging  activities,  to  make  or  take  physical  delivery  of 
commodities,  transfer  or  receive  transfer  of  documents 
of  title,  and  engage  in  all  activities  incidental  thereto. 
As  indicated  above,  however,  given  the  potential  safety 
and  soundness  concerns  associated  with  such  activi¬ 
ties,  the  OCC  would  require  any  national  bank  desiring 
to  engage  in  physical  hedging  activities  in  hedge  trans¬ 
actions  to  obtain  the  prior  written  authorization  of  the 
OCC’s  supervisory  staff  before  engaging  in  such  activi¬ 
ties. 

Douglas  E.  Harris 

Senior  Deputy  Comptroller  for  Capital  Markets 

★  ★  ★ 
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685 — August  1 995 


This  responds  to  your  inquiry  on  behalf  of  your  client 
(“the  bank”).  Specifically,  you  request  approval  from  the 
Office  of  the  Comptroller  of  the  Currency  for  the  bank 
to  buy  and  sell  palladium  coin  and  bullion  under  the 
authority  contained  in  the  National  Bank  Act.1  For  the 
reasons  discussed  below,  it  is  our  view  that  the  activi¬ 
ties  are  encompassed  within  the  business  of  banking 
authorized  for  a  national  bank  pursuant  to  1 2  U.S.C.  24 
(Seventh).  Thus,  we  conclude  that  the  bank  may  buy 
and  sell  palladium  coin  and  bullion  where  the  activities 
are  conducted  in  a  safe  and  sound  manner  as  provided 
in  OCC  Banking  Circulars  58  and  277. 2 

Background 

The  bank  is  a  wholly-owned  subsidiary  of  the  bank 
holding  corporation.  It  is  one  of  the  largest  dealers  of 
precious  metals  in  the  United  States  and  is  among  the 
largest  commercial  bank  suppliers  of  precious  metals 
in  the  country.  The  bank  is  involved  in  the  purchase  and 
sale  of  gold  and  silver  coin  and  bullion  for  wholesale 
and  retail  customers.  It  also  consigns  gold  and  silver  to 
manufacturing  customers,  primarily  in  the  jewelry,  den¬ 
tal  equipment,  and  electronics  technology  industries. 
The  bank  has  offered  platinum  to  the  same  customer 
base  since  1992.  The  bank  maintains  that  there  is 
currently  an  active  brokerage  and  principals’  market  in 
palladium,  noting  that  palladium  is  traded  on  major 
exchanges  throughout  the  world,  and  now  seeks  ap¬ 
proval  to  include  palladium  among  the  precious  metal 
coin  and  bullion  it  offers  to  its  customers. 

The  bank  has  policies  and  procedures  in  place  to 
ensure  the  safe  and  sound  operations  of  its  precious 
metal  coin  and  bullion  activities.  These  policies  and 
procedures  were  developed  in  accordance  with  BC-58 
and  approved  by  the  bank’s  board  of  directors.  The 
bank  proposes  to  conduct  its  palladium  activities  in 
accordance  with  these  policies  and  procedures.  More 
specifically,  its  palladium  activities  will  be  subject  to  the 
same  credit,  lending,  hedging,  safekeeping,  account- 


1  See  12  U.S.C.  24  (Seventh). 

2  See  OCC  Banking  Circular  58(Rev.)(November  3, 1981  )(BC-58)  and 
OCC  Banking  Circular  277  (October  27,  1993)(BC-277).  BC-58 
contains  general  safety  and  soundness  guidelines  for  national  banks 
that  engage  in  coin  and  bullion  activities  and  addresses  policies  and 
procedures  that  govern  the  activities  and  considerations  banks 
should  take  into  account  when  engaging  in  the  activities.  BC-277  sets 
forth  guidelines  representing  prudent  practices  that  national  banks 
should  follow  to  conduct  palladium  derivatives  activities  in  a  safe  and 
sound  manner  Specifically,  BC-277  guidelines  address  senior  man¬ 
agement  and  board  oversight,  market  risk  management,  credit  risk 
management,  liquidity  risk  management,  operations  and  systems 
risk  management,  legal  issues,  and  capital  adequacy. 


ing,  and  management  standards  in  existence  for  other 
precious  metals  activities,  including  periodic  inde¬ 
pendent  auditing  by  the  corporation’s  Internal  Audit 
group.  In  addition,  the  bank  will  require  its  board  of 
directors  to  approve  any  position  limits  it  establishes  for 
its  palladium  activities. 

The  National  Bank  Act 

A  national  bank  may  engage  in  activity  pursuant  to  12 
U.S.C.  24  (Seventh)  if  the  activity  is  part  of  or  incidental 
to  the  business  of  banking.  The  OCC  previously  has 
concluded  that  national  banks  have  authority  to  buy 
and  sell,  as  agent  for  customers  and  for  the  bank’s  own 
account  gold,  silver,  and  platinum  coins  and  bullion 
pursuant  to  the  enumerated  power  in  12  U.S.C.  24 
(Seventh)  to  “buy  and  sell  exchange,  coin,  and  bullion.”3 

Although  the  National  Bank  Act  enumerates  five  spe¬ 
cific  activities  by  which  banking  is  conducted,  the 
Supreme  Court  has  confirmed  that  the  powers  included 
within  the  “business  of  banking"  are  not  limited  to  the 
powers  enumerated  in  12  U.S.C.  24  (Seventh).  See 
NationsBank  v.  Variable  Annuity  Life  Ins.  Co.,  1 15  S.Ct. 
810  (1995)(VALIC).  Rather,  the  business  of  banking  is 
an  expansive  concept,  and  the  enumerated  powers  are 
merely  illustrative,  The  business  of  banking  includes 
other  powers  that  are  convenient  or  useful  to  the  con¬ 
duct  of  banking  4 

Enumerated  Power  to  Buy  and  Sell  Coin  and  Bullion 

Paragraph  Seventh  of  12  U.S.C.  24  specifically  author¬ 
izes  national  banks  to  buy  and  sell  “coin  and  bullion.” 
While  Paragraph  Seventh  does  not  specify  “palladium” 
coin  and  bullion  activities  as  permissible,  it  does  not 
place  limitations  on  the  types  of  metals  that  constitute 
coin  and  bullion. 

The  OCC  has  defined  the  terms  “coin  and  bullion”  in 
BC-58.  “Coin,”  as  defined  in  BC-58,  does  not  specify 
that  coins  must  be  minted  from  specified  metals. 
Rather,  the  OCC  defines  “coin”  to  include  coins  held  for 
their  metallic  value  which  are  minted  by  a  government, 
or  exact  restrikes  of  such  coins  minted  at  a  later  date 
or  under  the  authority  of  the  issuing  government.  BC-58 
defines  “bullion”  to  include  uncoined  gold  or  silver  in 
bar  or  ingot  form.  The  OCC  subsequently  concluded 
that  platinum  also  constitutes  “bullion.”3  The  OCC 


3 See  Interpretive  Letter  No  553  (May  2,  1991),  reprinted  in  [  1990-91 
Transfer  Binder]  Fed  Banking  L  Rep  (CCH)  1]  83,300,  see  also 
Interpretive  Letter  No.  648  (May  4,  1994),  rep rm ted  in  [  1 994  Transfer 
Binder]  Fed  Banking  L  Rep.  (CCH)  H  83,557 

4 See  Interpretive  Letter  No.  494  (December  20,  1989),  reprinted  in 
[1989-1990  Transfer  Binder]  Fed  Banking  L.  Rep  (CCH)  11  83,083 
°See  Interpretive  Letter  553,  supra 
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based  this  conclusion,  in  part,  on  the  fact  that  platinum 
was  used  to  mint  coins6  and  that  state  law  definitions 
of  “precious  metal"  and  “precious  metal  bullion”  in¬ 
cluded  platinum  coins  and  bars. 

T he  same  factors  that  supported  the  OCC’s  conclusion 
with  respect  to  platinum  support  inclusion  of  palladium 
within  the  definition  of  bullion.  In  recent  years,  palla¬ 
dium  has  been  used  to  mint  palladium  bullion  coins.7 
Palladium,  like  platinum,  is  bought  and  sold  as  metal  in 
a  mass  standardized  as  to  weight  and  purity.  The  bank’s 
customers  increasingly  expect  the  bullion  banking 
services,  and  a  number  of  state  laws  now  define  the 
terms  “precious  metal”  and  “precious  metal  bullion”  to 
include  palladium.8  Based  on  the  foregoing,  it  is  rea¬ 
sonable  to  conclude  that  buying  and  selling  palladium 
as  a  trader  or  dealer  is  encompassed  within  the  enu¬ 
merated  power  of  national  banks  to  buy  and  sell  coin 
and  bullion. 

Business  of  Banking 

The  record  in  this  case  also  indicates  that  the  bank’s 
activity  is  included  within  the  authority  of  a  national  bank 
in  12  U.S.C.  24  (Seventh)  to  engage  in  the  business  of 
banking.  Judicial  cases  affirming  OCC  interpretations 
establish  that  an  activity  is  within  the  scope  of  this 
authority  if  the  activity  is  functionally  equivalent  to  or  a 
logical  outgrowth  of  a  traditional  banking  activity.  An 
activity  also  may  be  considered  part  of  the  business  of 
banking  based  on  other  factors,  such  as  the  similarity 
of  risk  of  the  activity  to  normal  banking  risks,  or  other 
considerations.9 

The  bank  maintains  that  trading  and  dealing  in  palla¬ 
dium  are  part  of  the  business  of  banking  on  the  basis 
of  the  functional  similarity  to  trading  and  dealing  in 
platinum.  There  is  substantial  factual  support  for  the 
bank’s  arguments. 

Both  metals  trade  on  the  P&P  Market,  which  has  linked 
platinum  and  palladium  for  market-making,  regulatory, 
and  other  purposes.  Palladium  serves  as  a  substitute 


6 

Australia,  China,  and  the  Isle  of  Man  have  issued  platinum  coins. 
See  C  Krause,  Standard  Catalog  of  World  Coins  (20th  ed.  1993). 
Bermuda.  China,  and  the  former  Soviet  Union  have  issued  palladium 
coins.  See  C  Krause,  Standard  Catalog  of  World  Coins  (20th  ed 
1993). 

"'See,  e  g  .  Ariz  Rev  Stat  42-1310.01(1994);  Ariz.  Rev.  Stat.  Ann. 
44-1 801(1 4)(1 994);  Cal  Corp.  Code  29515  (Deering  1995);  Colo 
Rev  Stat  1 1-53-102(13)(1994);  Ga  Code  Ann.  10-5A-1(12)(1994); 
Neb  Rev  Stat  8-1 715(1994);  N  J  Stat.  Ann  51  6A-5(a)(1993);  Wash 
Rev  Code  82  04  062(3)(1994) 

’ See  VALIC,  M  &  M  Leasing  Copr  v  Seattle  First  National  Bank,  563 
F2d  1377  1382  (9th  Cir  1977),  cert  denied,  436  U  S  956  (1978); 
American  Ins  Ass’n  v.  Clarke.  865  F.2d  278,  282  (2d  Cir  1988),  New 
York  State  Assn  of  Life  Underwriters  v  New  York  State  Banking 
Department.  83  N  Y2d  353,  632  N  E  2d  876,  880-81  (1994). 


for  platinum  both  in  precious  metals  dealing  and  trad¬ 
ing.  Palladium  is  bought  and  sold  either  through  private 
supply  contract  or  the  precious  metals  markets,  and 
generally  trades  in  tandem  with  platinum.  The  price  of 
palladium  fluctuates  in  response  to  changes  in  plati¬ 
num  prices. 

Palladium  also  serves  as  a  substitute  for  platinum  in 
commercial  applications.  Palladium  is  a  member  of  the 
platinum  group  of  metals.  Metals  in  the  platinum  group 
are  similar  in  their  physical  properties  and  uses  and  are 
generally  found  together  in  the  same  ore.  Of  this  group, 
platinum  and  palladium  are  mined  in  sufficient  quanti¬ 
ties  to  support  extensive  trading  activity.  Both  platinum 
and  palladium  are  used  commonly  in  jewelry  produc¬ 
tion.  Substantial  demand  for  palladium  is  generated 
from  its  industrial  uses,  primarily  the  electronics  indus¬ 
try,  where  the  metal  is  sometimes  combined  with  silver. 
Palladium  also  is  commonly  employed  as  a  substitute 
for  gold  or  platinum  in  dental  alloys.  Palladium  some¬ 
times  is  substituted  for  or  alloyed  with  platinum  in 
automotive  catalytic  converter  production. 

The  similarity  between  trading  and  dealing  in  palladium 
and  trading  and  dealing  in  platinum  is  further  evi¬ 
denced  by  the  expectations  of  customers  that  the 
bank’s  coin  and  bullion  activities  include  both  metals 
and  the  fact  that  risk  management  would  be  similar. 

These  factual  considerations  establish  that  substantial 
functional  equivalency  exits  between  trading  and  deal¬ 
ing  in  platinum  and  trading  and  dealing  in  palladium. 
On  that  basis,  trading  and  dealing  in  palladium  may  be 
considered  part  of  the  business  of  banking  authorized 
in  12  U.S.C.  24  (Seventh). 

Conclusion 

Based  on  the  foregoing,  we  conclude  that  palladium 
trading  and  dealing  are  encompassed  within  the  enu¬ 
merated  authority  of  a  national  bank  to  buy  and  sell  coin 
and  bullion  and  also  are  part  of  the  business  of  banking, 
as  authorized  under  12  U.S.C.  24  (Seventh).  The  bank, 
therefore,  may  trade  and  deal  in  palladium  coin  and 
bullion  provided  that  the  activities  are  conducted  in  a 
safe  and  sound  manner  consistent  with  Banking  Circu¬ 
lars  58  and  277. 

Ralph  E.  Sharpe 

Deputy  Comptroller  for  Multinational  Banking 

★  ★  ★ 
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686 — September  1 995 


Ms.  Helen  P.  Pudlin 

Senior  Vice  President  and  General  Counsel 
PNC  Bank  Corp. 

One  PNC  Plaza,  28th  Floor 
Pittsburgh,  Pennsylvania  15265 

Dear  Ms.  Pudlin: 

This  is  in  response  to  your  inquiry  on  behalf  of  PNC 
Bank,  National  Association,  Pittsburgh,  Pennsylvania 
(the  bank),  seeking  an  opinion  from  the  OCC  concern¬ 
ing  the  application  of  12  U.S.C.  85  (“Section  85")  to 
loans  made  by  the  bank  following  its  acquisition  of 
branches  in  New  Jersey.  As  you  describe  the  facts,  the 
loans  would  be  originated  and  booked  at  the  New 
Jersey  branches;  the  loan  proceeds  would  be  dis¬ 
bursed  from  those  branches;  and  the  borrowers  for  the 
most  part  would  be  residents  of  New  Jersey  but  they 
also  may  reside  in  other  states.  Based  upon  your  de¬ 
scription,  borrowers  would  not  reside  in  Pennsylvania, 
the  state  where  the  bank’s  main  office  is  located.  For 
the  reasons  discussed  below,  we  conclude  that  for 
purposes  of  applying  Section  85  to  these  loans,  the 
bank  is  located  in  New  Jersey  and,  given  the  nexus 
between  these  loans  and  the  New  Jersey  branches,  the 
bank  may  charge  the  loan  customers  of  its  New  Jersey 
branches  interest  rates  permitted  to  the  "most  favored 
lender"  under  New  Jersey  law.1 

Background 

The  bank  is  a  national  bank  with  its  main  office  in 
Pittsburgh,  Pennsylvania,  and  branch  offices  at  various 
places  in  Pennsylvania.  As  a  result  of  a  series  of  trans¬ 
actions  approved  by  the  OCC  on  August  7,  1995,  it  has 
been  authorized  to  acquire  its  affiliated  New  Jersey 
national  bank  and  retain  and  operate  as  branches 
offices  of  that  bank  in  New  Jersey.2 


^\Ne  note  that  other  questions  may  arise  under  Section  85  as  a  result 
of  the  advent  of  interstate  banking  by  national  banks.  These  include 
whether  a  national  bank  may  export  interest  rates  permitted  by  the 
law  of  the  state  in  which  its  main  office  is  located  to  customers  in 
another  state  where  the  bank  has  a  branch;  and  whether  a  bank  can 
export  rates  permitted  by  a  state  in  which  it  only  has  branches  to 
another  state  where  it  only  has  branches  and/or  to  the  state  in  which 
the  main  office  of  the  bank  is  located.  This  response  addresses  only 
the  questions  that  you  raise  and  the  facts  that  you  pose. 

2 See  Decision  of  the  Office  of  the  Comptroller  of  the  Currency  on  the 
Applications  of  PNC  Bank,  New  Jersey,  National  Association,  Mt. 
Laurel  Township,  New  Jersey,  and  PNC  Bank,  National  Association, 
Pittsburgh,  Pennsylvania  (August  7,  1995).  Under  this  approval,  the 
New  Jersey  bank  was  permitted  to  relocate  its  main  office  into 
Pennsylvania  under  12  U.S.C.  30,  retain  its  branches  in  New  Jersey, 
and  then  merge  into  its  Pennsylvania  national  bank  affiliate  with 
Pennsylvania  and  New  Jersey  branch  retention. 


Under  Section  85,  the  bank,  prior  to  the  combination 
of  the  Pennsylvania  and  New  Jersey  banks,  could 
charge  interest  on  loans  at  rates  allowed  by  Pennsyl¬ 
vania  when  making  a  loan  to  a  customer  in  another 
state  including  New  Jersey.  Likewise,  the  affiliated 
New  Jersey  bank  could  charge  rates  allowed  under 
the  New  Jersey  law.  See  Marquette  Nat't  Bank  v.  First 
of  Omaha  Serv.  Corp.,  439  U.S.  299  (1978)  12  CFR 
7.7310.  Cf.  Wiseman  v.  State  Bank  &  Trust  Co.,  N.A., 
854  S.W.2d  725  (Ark.  1993)  (national  bank  located  in 
one  state  may  export  that  state’s  rates  into  a  second 
state  even  though  national  bank’s  parent  company  is 
incorporated  in  that  second  state). 

Following  the  acquisition  of  the  New  Jersey  branches, 
the  bank  anticipates  that  new,  non-Pennsylvania  cus¬ 
tomers  (principally  residents  of  New  Jersey)  will  apply 
for  loans  from  the  New  Jersey  branches  of  the  bank.  In 
such  cases,  you  represent  that  the  New  Jersey 
branches  will  initiate  the  lending  process  and  disburse 
the  loan  proceeds  to  the  customer,  and  the  loan  will  be 
treated  by  the  bank  as  being  made  (booked)  by  the 
New  Jersey  branch. 

With  respect  to  these  New  Jersey  branch  loans,  the 
bank  requests  that  the  OCC  concur  with  its  view  that 
because  the  bank  would  be  “located”  in  New  Jersey, 
Section  85  authorizes  interest  to  be  charged  at  the 
highest  rate  allowed  to  a  New  Jersey  lender,  as  would 
be  the  case  with  a  national  bank  all  of  whose  offices  are 
in  New  Jersey. 

Analysis 

The  Supreme  Court  has  long  stated  that  the  starting 
point  for  any  statutory  analysis  is  the  language  of  the 
statute  itself.  See ,  e.g.,  Caminetti  v.  United  States,  242 
U.S.  470,  485  (1917).  Section  85  specifically  author¬ 
izes  a  national  bank  to  “charge  on  any  loan  . . .  interest 
at  the  rate  allowed  by  the  laws  of  the  State  .  .  .  where 
the  bank  is  located.”  Thus,  the  questions  that  are 
posed  by  your  inquiry  are  (1)  is  the  bank  “located”  in 
New  Jersey  for  purposes  of  Section  85  because  it  has 
branches  in  that  state  and,  if  so,  (2)  can  it  charge  the 
rates  allowed  under  New  Jersey  law  to  its  New  Jersey 
branch  customers  most  of  whom  are  expected  to  be 
New  Jersey  residents. 

A.  The  bank  is  located  in  New  Jersey 

It  is  beyond  dispute  that  for  purposes  of  Section  85,  a 
national  bank  is  “located”  in  the  state  of  its  main  office. 
See  Marquette  at  pp.  308-310.  In  addition,  Congress, 
in  setting  forth  the  definition  of  a  “branch”  expressly 
referred  to  a  “branch”  as  being  “located"  in  a  state, 
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12  U.S.C.  36(j),J  and  courts  that  have  considered  the 
question  have  concluded,  in  various  contexts  and  for 
various  purposes,  that  national  banks  should  also  be 
considered  as  “located”  or  “situated"  where  they  have 
established  branch  offices.  Thus,  a  national  bank’s 
branching  rights  depend,  under  12  U.S.C.  36(c),  on 
where  it  is  “situated”  and  a  bank  is  “situated”  where  it 
is  “located”  —  that  is  not  only  in  the  state  where  it  has 
its  main  office  but  also  in  the  state  or  states  where  it  has 
branch  office.  See  Seattle  Trust  &  Savings  Bank  v.  Bank 
of  California,  N.A.,  492  F.2d  48,  51  (9th  Cir  ),  cert, 
denied 419  U.S.  844  (1974). 

In  addition,  Bank  of  California  is  instructive  for  its  rea¬ 
soning  as  well  as  its  conclusion.  The  court  stated: 

Throughout  the  Banking  Act  there  are  numerous 
provisions  which  refer  to  banks  which  are  “situ¬ 
ated  in”  or  “located  in”  certain  geographical  ar¬ 
eas.  These  provisions  exist  in  the  Act  with  respect 
to  such  items  as  security  for  government  depos¬ 
its,  interest  and  fiduciary  capacity.4  Such  provi¬ 
sions  govern  the  regulation  of  these  aspects  of 
banking  by  the  state  in  which  the  bank  is  “situ¬ 
ated”  or  “located";  they  also  insure  that  these 
national  banks  have  rights  equal  to  those  of  other 
banks  in  a  particular  state. 

It  is  beyond  dispute  that,  from  the  standpoint  of  offering 
products  and  services  to  its  customers,  a  national  bank 
may  use  its  main  office  and  branch  offices  in  ways  that 
are  indistinguishable.  Any  product  or  service  that  a  na¬ 
tional  bank  can  provide  at  its  main  office,  it  can  also 
provide  at  a  branch  office.  See  12  U.S.C.  81  which 
provides  that: 

The  general  banking  business  of  each  national 
banking  association  shall  be  transacted  in  the 
place  specified  in  its  organization  certificate  and 
in  the  branch  or  branches,  if  any,  established  or 
maintained  by  it  in  accordance  with  the  provisions 
of  Section  36. 

Thus,  from  the  standpoint  of  services  and  products  that 
may  be  provided  to  the  public  there  is  no  difference,  as 


Tfo  be  considered  to  be  a  "branch,"  an  office  established  by  a 
national  bank  must,  at  least,  either  receive  deposits,  pay  checks,  or 
make  loans  12  U.S.C  36(j)  See  First  National  Bank  in  Plant  City  v. 
Dickinson.  396  U.S.  122,  135(1969);  Independent  Bankers  Associa¬ 
tion  of  America  v.  Smith,  534  F  2d  921 , 951-52  (DC.  Cir.),  cert,  denied i 
429  U  S  862  (1976)  Consequently,  the  OCC  takes  the  position  that 
an  office  of  a  national  bank  located  in  a  state  and  making  loans 
through  the  disbursal  of  loan  proceeds  to  borrowers  in  person,  would 
be  considered  to  be  a  branch  See,  eg.,  Interpretive  Letter  by 
Christopher  C  Manthey  (December  22,  1994). 

' At  this  point,  the  court  cited  respectively,  12  U.S.C.  24  (Eighth)  with 
respect  to  charitable  contributions;  Section  85  (with  respect  to  inter¬ 
est  rates)  12  USC  92a  (with  respect  to  trust  powers);  and  12  U.S.C. 
90  (with  respect  to  security  for  the  safe-keeping  of  public  funds). 


a  legal  matter,  between  a  branch  office  and  a  main 
office. 

Consequently,  there  is  no  justification  in  the  language 
in  Section  85,  provisions  establishing  the  authority  of 
the  main  office  and  branch  offices,  or  relevant  case  law 
to  conclude  that  a  national  bank  is  not  “located,"  for 
purposes  of  Section  85,  in  both  the  state  in  which  it  has 
its  main  office  and  state  or  states  in  which  it  maintains 
branch  offices.5 

B.  The  out-of-state  branch  can  charge  interest  rates  to 
its  customers,  under  the  facts  presented,  consistent  with 
the  law  of  its  state  as  incorporated  into  Section  85 

Having  determined  that  a  national  bank  may  be  located 
in  more  than  one  state  for  purposes  of  Section  85,  the 
question  that  follows,  as  posed  by  the  bank,  is  whether 
interest  on  loans  made  by  a  New  Jersey  branch  to 
residents  of  New  Jersey  and  states  other  than  Pennsyl¬ 
vania,  the  main  office  state,  is  controlled  by  New  Jersey 
law  as  applied  to  national  banks  by  the  most  favored 
lender  provision  of  Section  85. 

The  legislative  history  and  relevant  case  law  have  long 
recognized  that  the  key  fact  in  determining  the  permis- 


5This  result  has  been  followed  by  the  OCC  in  a  variety  of  situations 
involving  branch  establishment  by  an  interstate  national  bank  and  is 
also  consistent  with  case  law  construing  other  statutes  involving  the 
location  of  a  national  bank.  For  a  full  discussion  of  OCC  precedent 
and  related  case  law  and  authorities,  see  e  g.,  Decision  of  the  Office 
of  the  Comptroller  of  the  Currency  on  the  Applications  of  Bank 
Midwest  of  Kansas,  National  Association,  Lenexa,  Kansas,  and  Bank 
Midwest,  National  Association,  Kansas  City,  Missouri,  pp.  40-46 
(February  16,  1995).  Among  the  cases  holding  that  a  national  bank 
was  located  at  its  branch  offices  is  Citizens  &  Southern  Bank  National 
Banky.  Bougas,  434  U.S.  35,  43-45  (1977)  (“ Bougas ")  (for  purposes 
of  1 2  U.S.C.  94  as  it  then  existed,  for  venue  purposes  a  national  bank 
was  located  in  a  city  or  county  in  which  its  main  office  or  its  branch 
offices  were  located).  Bougas  also  makes  it  abundantly  clear  that 
merely  because  a  statute,  such  as  the  then  existing  national  bank 
venue  statute  and  the  usury  statute  at  issue,  refers  to  “the  state"  in 
which  national  bank  is  located,  does  not  mean  that  a  national  bank 
cannot  be  located  in  more  than  one  state.  The  Court  stated:  "it  is 
certainly  not  persuasive  in  itself,  and  our  experience  with  the  inex¬ 
actitude  of  congressional  language,  .  .  does  not  convince  us  that 
much  weight  can  be  attached”  to  the  use  of  language  implying 
singularity  of  location.  Id.  at  45.  See  also,  e  g.,  1  U.S.C  1 . 

The  determination  that  a  bank  for  usury  purposes  is  located  in  its 
branch  states  as  well  as  its  main  office  state  also  is  consistent  with 
the  understanding  of  Congress  in  adopting  the  Riegle-Neal  Interstate 
Banking  and  Branching  Efficiency  Act  of  1994  ("Riegle-Neal”)  Con¬ 
gress  recognized  that  for  usury  purposes  a  bank  is  deemed  to  be 
located  at  the  site  of  its  branches.  The  Conference  Report  explains 
that  the  Act,  which  authorizes  interstate  branching  does  “not  affect 
existing  authorities  with  respect  to  any  charges  under  [Section  85 
and  the  Federal  Deposit  Insurance  Act]  imposed  by  national  or  state 
banks  for  loans  or  other  extensions  of  credit  made  to  borrowers 
outside  the  state  where  the  bank  or  branch  making  the  loan  or  other 
extension  of  credit  is  located."  H  R  Rep  No  651,  103d  Cong  .  2d 
Sess  ,  at  63  (1994)  (emphasis  added  )  While  this  provision  relates  to 
exportation  of  interest  rates,  the  phrase  “or  branch”  need  not  have 
been  included  if  Congress  did  not  consider  banks  to  be  located  at 
the  site  of  their  branches  for  purposes  of  Section  85 
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sible  interest  rate  applicable  to  a  loan  is  not  where  the 
customer  resides  or  what  process  the  bank  uses  to 
make  the  loan  but  rather,  simply,  the  location  of  the 
bank.  Thus,  in  1864,  in  debating  what  would  become 
Section  85,  the  Congress  clearly  knew  that  loans  would 
and  could  be  made  by  offices  of  a  bank  in  one  state  to 
a  customer  in  another  state.  As  one  representative 
stated  during  the  debates:  “a  patron  or  an  applicant  to 
a  bank  on  one  side  of  a  river,  or  of  this  invisible  geo¬ 
graphical  line,  finds  himself  subject  to  one  law  in  re¬ 
spect  to  usury  and  the  rate  of  interest,  and  on  the  other 
side  to  another  law  .  .  .  See  Congressional  Globe, 
38th  Cong.,  1st  Sess.,  1374  (March  31,  1864)  (State¬ 
ment  of  Rep.  Kasson).  Marquette  clearly  documents 
the  interstate  nature  of  banking  even  before  1864  and 
makes  it  clear  that  neither  the  residency  of  the  borrow¬ 
ers  or  the  manner  in  which  the  bank  does  business  with 
the  borrowers  (whether  in  person  or  through  mail  or 
telephone  solicitations)  defines  the  location  of  the  bank 
for  purposes  of  Section  85.  Marquette  at  312-318. 

As  stated,  there  is  no  difference  between  a  main  office 
and  a  branch  with  respect  to  the  products  and  services 
that  may  be  offered.  In  fact,  the  courts  have  recognized 
that  the  only  distinctions  are  legal  distinctions.  Thus,  in 
Ramapo  Bank  v.  Camp ,  425  F.2d  333, 341-342  (3d  Cir.), 
cert,  denied ,  400  U.S.  828  (1970),  that  court  agreed 
with  the  Comptroller’s  characterization  that: 

The  distinctions  between  a  main  office  and  a 
branch  office  are  bottomed  primarily  on  various 
sections  of  the  National  Bank  Act  and  include  that 
a  national  bank  has  but  one  capital  structure 
authorized  to  its  main  office,  regardless  of  the 
number  of  branches;  that  no  branch  of  a  national 
bank  has  a  board  of  directors;  that  residency 
requirements  imposed  on  directors  of  a  national 
bank  in  relation  to  the  main  office  without  regard 
to  the  location  of  branches;  that  the  lending  limi¬ 
tations  of  a  national  bank  are  based  on  the  capital 
structure  of  the  main  office  without  regard  to  the 
number  of  branches;  that  no  branch  of  a  national 
bank  has  separate  shareholders;  that  a  branch 
may  be  closed  at  any  time  by  a  bank’s  board  of 
directors  without  approval  of  either  the  sharehold¬ 
ers  or  the  Comptroller;  and  that  a  main  office  may 
be  closed  only  by  liquidation,  merger,  or  receiv¬ 
ership,  all  of  which  are  complicated  processes 
requiring  approval  of  the  bank’s  shareholders 
and/or  authorization  from  the  Comptroller. 

Id.  at  341 * * * * *  6 7  On  the  other  hand,  in  looking  at  the  products 
and  services  offered  at  main  offices  and  branch  offices, 


6We  note  in  reviewing  the  above  precedent  that  the  Comptroller 
stated,  and  the  court,  agreed,  that  the  residency  of  the  bank  directors 
was  dependent  on  the  location  of  the  main  office  not  the  branches. 


the  Comptroller  advocated,  and  the  court  agreed,  that 
“there  is  no  way  to  distinguish  the  main  office  of  a  bank 
from  its  branches  by  the  number,  size  or  percentage  of 
deposit  accounts.”  Id.  at  342. 

Rather,  what  is  relevant  in  choosing  the  appropriate  inter¬ 
est  rate  is  the  nexus  between  the  loan  and  the  office  in  the 
state  whose  interest  rates  are  being  imposed  —  whether 
that  office  is  the  main  office  or  a  branch  office  of  the  bank. 
In  the  situation  at  issue,  where  the  loan  is  originated  at, 
loan  proceeds  are  disbursed  from,  and  the  loan  is  booked 
at  the  branch,  there  is  a  clear  nexus  between  the  branch 
and  the  loan  justifying  imposition  of  interest  rates  in  ac¬ 
cordance  with  the  law  of  the  branch  state.  This  result 
would  apply  whether  the  borrower  were  a  New  Jersey 
resident  or  a  resident  of  another  state/ 

This  conclusion  is  in  accordance  with  OCC  precedent 
with  respect  to  rates  of  interest  that  can  be  charged  by 
interstate  offices  of  federal  branches  of  foreign  banks 
and  with  precedent  established  by  the  Office  of  Thrift 
Supervision  (OTS)  in  interpreting  the  applicability  of  a 
similar  federal  usury  statute  to  federal  savings  associa¬ 
tions.  In  the  former  instance,  the  OCC  applied  Section 
85  to  federal  branches  of  foreign  banks  and  held  that 
it  permitted  each  federal  branch  to  charge  interest 
according  to  the  laws  of  the  state  in  which  it  located. 
See  Interpretive  Letter  No.  505,  [1990-1991  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  para.  83,203  (April 
13,  1990).  Likewise,  the  OTS  determined  that  a  branch 
of  a  federal  thrift  located  in  a  state  other  than  its  home 
state  could  charge  rates  permitted  by  the  state  of  the 
branch  which  booked  the  loan.  See  Interpretive  Letter 
No.  92/CC-59  [1992-1993  Transfer  Binder]  Fed.  Bank¬ 
ing  L.  Rep.  para.  82,645  (December  24,  1993). 8 


Following  a  review  and  analysis  of  the  purposes  underlying  the 

residency  requirement,  as  tied  to  the  bank’s  location  in  12  U.S.C  72, 
just  as  this  opinion  is  analyzing  the  purposes  underlying  the  location 

requirement  in  Section  85,  the  OCC  concluded  that  branch  locations 
are  relevant  for  determining  the  residency  requirements  of  directors. 

See  Interpretive  Letter  No.  654  by  Eric  Thompson,  Director,  Bank 
Activities  and  Structure  (December  19,  1994).  Notwithstanding, 

Ramapo  does  underscore  the  proposition  that  from  the  standpoint  of 
the  customer  and  the  products  and  services  offered  by  a  national 

bank,  the  main  office  and  the  branches  are  indistinguishable 

7As  stated,  it  is  beyond  the  scope  of  this  response  to  address  usury 
issues  which  may  arise  as  a  result  of  interstate  branching  but  are  not 
posed  by  the  bank  such  as  the  ability  of  a  main  office  or  branch 
making  a  loan  to  export  its  state  usury  limits  to  customers  in  another 
state  where  the  bank  also  has  a  main  office  or  a  branch  This  situation 
may  raise  additional  considerations  and  the  conclusions  reached  in 
this  letter  are  not  to  be  construed  as  raising  any  inference  as  to  the 
proper  resolution  of  those  questions.  Similarly,  this  letter  does  not 
address  whether  factual  circumstances,  other  than  those  posed  by 
the  bank,  would  establish  a  nexus  between  the  loan  and  any  particu¬ 
lar  bank  office  thus  supporting  imposition  of  the  usury  rates  allowed 
by  the  state  in  which  that  office  was  located 

8We  note  that  the  OTS  opinion  addresses  issues  relating  to  exporta¬ 
tion  of  the  home  state  rate  not  raised  in  your  inquiry  As  stated,  we 
are  not  addressing  those  issues  in  this  response  and  are  not  citing 
the  OTS  interpretation  in  connection  with  those  issues  at  this  time 
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Finally,  the  conclusion  that,  under  the  circumstances  pre¬ 
sented,  an  out-of-state  branch  of  a  national  bank  may 
charge  interest  rates  in  accordance  with  the  usury  laws 
of  the  state  where  it  is  located,  is  consistent  with  usury-re¬ 
lated  provisions  of  the  Riegle-Neal  Act,  which  opened  the 
door  generally  to  interstate  branching  for  national  banks. 
Most  significantly,  Section  1 1 1  of  that  Act  provides: 

No  provision  of  this  title  and  no  amendment  made 

by  this  title  to  any  other  provision  of  law  shall  be 

construed  as  affecting  in  any  way — 

★  ★  ★ 

(3)  the  applicability  of  [Section  85]  or  [the  usury 

provisions]  of  the  Federal  Deposit  Insurance  Act. 

Not  only  does  this  provision  indicate  that  Section  85  is 
to  be  interpreted  without  regard  to  the  legal  impact  of 
any  of  the  provisions  included  in  Riegle-Neal,  but  in 
sponsoring  this  provision,  Sen.  Roth  reached  the  same 
conclusion  about  the  effect  of  Section  85  on  the  facts 
currently  at  issue  as  reached  above.  He  stated  that 
“when  a  branch  makes  such  an  in-state  loan  to  a  local 
customer,  the  law  of  the  state  where  the  branch  and  the 
customer  are  located  applies.”  140  Cong.  Rec.S12789 
(daily  ed.  Sept.  13,  1994). 9 

Conclusion 

For  the  foregoing  reasons,  we  concur  with  the  bank  and 
confirm  that  the  bank’s  New  Jersey  branches  may, 
pursuant  to  Section  85,  charge  interest  at  New  Jersey 
rates  with  respect  to  loans  made  under  the  circum¬ 
stances  described  above.10 

Julie  L.  Williams 
Chief  Counsel 

*  *  * 

9As  stated,  what  is  to  be  considered  to  be  an  “in-state  loan”  in  the 
words  of  Sen.  Roth  for  purposes  of  Section  85  remains  to  be  deter¬ 
mined  to  the  extent  that  the  facts  differ  from  those  set  forth  by  the 
bank.  Likewise,  the  applicability  of  the  admonition  in  the  Bank  of 
California  case  that  a  national  bank  must  be  located  in  both  its  main 
office  state  and  in  the  state  in  which  it  has  branches  to  avoid  the 
anomaly  that  “the  law  of  California  could  control  even  when  these 
functions  are  carried  on  by  non-California  branches  in  dealings  with 
local  customers,"  Bank  of  California  at  p.  51,  remains  to  be  analyzed 
in  the  usury  context  where,  for  purposes  of  Section  85,  a  nexus  exists 
between  the  loan  and  the  out-of-state  office. 

^Because  you  have  focused  on  the  location  of  the  bank  as  the  basis 
for  charging  New  Jersey  interest  rates  to  customers  of  the  bank's 
New  Jersey  branches,  we  have  not  explored  or  addressed  other 
theories  which  may  permit  the  bank  to  charge  New  Jersey  rates  to 
New  Jersey  customers.  See  Interpretive  Letter  by  Peter  C.  Lie- 
besman  Assistant  Director,  Legal  Advisory  Services  Division,  to 
Joseph  W  Gelb  (January  22  1985)  (analyzing  whether  national  bank 
may  look  to  choice  of  law  provisions  of  home  state  to  determine 
whether  home  state  would  permit  state  lenders  and  out-of-state 
borrowers  to  provide  by  contract,  for  interest  rates  that  are  permitted 
by  the  borrower's  state  ) 
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This  is  in  response  to  your  inquiry  concerning  whether  a 
national  bank  may  become  a  limited  partner  in  a  limited 
partnership  that  invests  solely  in  fixed  income  securities 
in  which  national  banks  may  invest  directly.  The  OCC 
previously  has  found  that  national  banks  may  purchase 
investment  company  shares  where  the  company’s  under¬ 
lying  portfolio  consists  solely  of  obligations  the  banks  may 
purchase  directly.  The  proposed  limited  partnership 
structure  is  analogous  since  it  would  involve  a  national 
bank  having  an  indirect  interest,  through  a  limited  partner¬ 
ship  investment,  in  securities  in  which  it  could  invest 
directly.  Accordingly,  we  conclude  that  national  banks 
may  participate  as  limited  partners  in  the  proposed  part¬ 
nership,  subject  to  the  conditions  we  set  forth  below  and 
relevant  accounting  standards. 

Background 

You  have  represented  the  facts  as  follows.  A  closely 
held  Tennessee  corporation,  proposes  to  establish  an 
investment  limited  partnership  under  Delaware  law  to 
invest  in  investment  securities  that  national  banks  may 
purchase  for  their  own  account  pursuant  to  12 
U.S.C.  24  (Seventh).  The  corporation  would  serve  as 
the  general  partner  and  would  hold  at  least  a  one 
percent  interest  in  the  partnership.  It  would  select  se¬ 
curities  for  investment. 

The  limited  partnership  agreement  would  confine  part¬ 
nership  investments  to  those  permitted  for  national 
banks.  It  also  would  include  a  provision  barring  the 
general  partner  from  changing  the  type  of  securities  in 
which  the  partnership  could  invest  absent  the  consent 
of  all  the  limited  partners. 

The  limited  partners  would  be  national  and  state-char¬ 
tered  banks,  savings  and  loan  associations  and  credit 
unions.  The  partnership  would  accept  new  investors 
during  a  set  period  every  year,  although  the  maximum 
number  of  limited  partners  could  not  exceed  ninety- 
nine.  The  general  partner  would  invest  the  capital  con¬ 
tributions  that  it  and  the  limited  partners  contribute. 
National  banks  investing  in  the  partnership  would  have 
limited  liability  up  to  the  amount  of  their  capital  contri¬ 
bution  under  the  Revised  Uniform  Limited  Partnership 
Act  as  enacted  in  Delaware.  Del.  Code  Ann.  tit.  6, 
17-101  et  seq.  (1994  Supp.). 

Limited  partners  would  receive  a  pro  rata  interest  in  the 
pooled  investments.  The  value  of  the  underlying  secu¬ 
rities  would  determine  the  value  of  their  interests.  The 
corporation  would  mark  the  partnership’s  investments 
to  market  at  the  end  of  each  calendar  month.  Limited 
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partners  could  liquidate  their  investments  at  any  time 
and  withdraw  from  the  partnership  upon  30  days  notice 
to  the  general  partner. 

Discussion 

National  banks  have  the  authority  to  participate  in  part¬ 
nerships  as  limited  partners,  subject  to  certain  limitations. 
In  general,  the  OCC  has  allowed  national  banks  to  invest 
in  partnerships  where  the  bank’s  partnership  liability  is 
limited  and  where  the  limited  partnership  engages  solely 
in  activities  in  which  national  banks  themselves  may 
engage.  Interpretive  Letter  No.  617  (March  4,  1993), 
reprinted  in  [1992  -  1993  Transfer  Binder]  Fed.  Banking 
L.  Rep.  (CCH)  H  83,457;  Interpretive  Letter  No.  435  (June 
30,  1988),  reprinted  in  [1988- 1989  Transfer  Binder]  Fed. 
Banking  L.  Rep.  (CCH)  H  85,659. 

In  this  instance,  national  banks  investing  in  the  partner¬ 
ship  would  incur  liability  only  to  the  extent  of  their  capital 
contribution,  which  is  consistent  with  OCC  precedent. 
See  Letter  from  William  B.  Glidden,  Assistant  Director 
(January  13,  1988)  (unpublished)  (“Glidden  Letter”). 
The  limited  partnership’s  proposed  activities  also  are 
permissible  for  national  banks.  National  bank  securities 
investments  are  subject  to  restrictions  set  forth  in  12 
U.S.C.  24  (Seventh)  and  12  CFR  1.  The  proposed 
limited  partnership  would  invest  only  in  securities  that 
are  permissible  investments  for  national  banks. 

Rather  than  invest  directly  in  securities,  however,  na¬ 
tional  banks  participating  in  the  proposed  limited  part¬ 
nership  would  receive  interests  representing  a  pro  rata 
share  in  a  pool  of  securities.  The  OCC  has  long  permit¬ 
ted  national  banks  to  purchase  and  sell  assets  in  secu¬ 
ritized  form  by  applying  a  “transparency”  or  “pass¬ 
through”  analysis,  where  one  looks  through  the  external 
form  of  an  investment  or  activity  to  its  substance.  For 
example,  the  OCC  has  opined  that  national  banks  may 
purchase  for  their  own  account  mortgage-backed  se¬ 
curities  (certificates  evidencing  pro  rata  ownership  in 
an  underlying  pool  of  mortgage  loans),  since  such 
investments  are  “legally  transparent”  and  represent  a 
means  for  conveying  essentially  the  same  legal  rights, 
liabilities  and  risks  as  the  underlying  mortgages.  See 
No-Objection  Letter  No.  88-4  (February  5,  1988),  re¬ 
printed  in  [1988  -  1989  Transfer  Binder]  Fed.  Banking 
L.  Rep.  (CCH)  H  84,044.  See  also  Interpretive  Letter  No. 
540  (December  12,  1990),  reprinted  in  [1990  -  1991 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H  83,252 
(”[S]ecuritization  is  a  permissible  means  for  effecting 
the  selling,  purchasing,  borrowing  and  lending  func¬ 
tions  of  the  secondary  market").  See  also  Interpretive 
Letter  No.  388  (June  16, 1987),  reprinted  in  [1988-1989 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H  85,612; 
Securities  Industry  Association  v.  Clarke,  885F.2d  1034 
(2d  Cir.  1989),  cert,  denied,  493  U.S.  1070  (1990). 


The  OCC  also  has  looked  to  the  substance  rather  than 
the  mere  form  of  an  investment  in  applying  a  pass¬ 
through  analysis  to  permit  national  banks  to  invest  in  an 
investment  company,  where  the  company’s  underlying 
portfolio  consists  of  obligations  that  national  banks  may 
purchase  directly.  See  Letter  from  Peter  Liebesman, 
Assistant  Director,  Legal  Advisory  Services  Division 
(April  11,  1991)  (unpublished);  Banking  Circular  No. 
220  at  1  (November  21,  1986).  Although  investment 
companies  may  be  established  as  corporations,  trusts 
or  partnerships,  Investment  Company  Act  of  1940,  15 
U.S.C.  80a-1  et  seq.,  the  particular  corporate  entity  that 
serves  as  the  vehicle  for  an  investment  company  under 
the  ICA  does  not  affect  the  fundamental  nature  of  the 
interest  held  by  investors  in  the  investment  company. 
In  each  case,  the  investment  represents  an  interest  in 
the  underlying  holdings  of  the  investment  company. 

The  partnership  in  this  instance  falls  within  the  general 
definition  of  an  investment  company  under  the  ICA,  but 
also  qualifies  for  an  exemption  from  the  act  because  it 
will  have  lOOorfewer  investors.  See  15  U.S.C.  80a-3(a) 
and  (c)(1).  The  availability  of  the  exemption  does  not 
alter  the  nature  of  the  interest  held  by  its  investors, 
however.  Therefore,  existing  OCC  precedent  would 
permit  national  banks  to  invest  in  the  proposed  partner¬ 
ship,  so  long  as  the  underlying  securities  portfolio 
consists  solely  of  securities  that  a  national  bank  could 
purchase  directly  for  its  own  account.  In  addition, 
banks  purchasing  such  shares  initially  must  evaluate 
whether  their  proposed  investment  company  holdings 
meet  applicable  investment  limitations  and  investment 
objectives,  see  BC-220  at  1,  and  must  continue  to 
review  the  appropriateness  of  the  investment  each 
quarter.  Id.  at  4-5. 

In  this  case,  limited  partners  may  liquidate  their  partner¬ 
ship  shares  upon  notification  to  the  general  partner  who, 
within  30  days,  must  repurchase  the  interests  at  a  price 
based  on  the  pro  rata  value  of  the  underlying  securities. 
The  general  partner  should  be  readily  able  to  liquidate 
such  interests  since  it  marks  the  investments  to  market  at 
the  end  of  each  calendar  month  and  the  partnership’s 
bank-eligible  investments  by  definition  are  marketable. 
Accordingly,  the  maximum  30-day  redemption  period 
would  not  constitute  a  significant  liquidity  restriction. 
Moreover,  national  banks  would  be  aware  of  this  restric¬ 
tion  at  the  time  that  they  enter  the  partnership. 1 


’The  liquidity  of  partnership  interests  may  have  safety  and  soundness 
ramifications  in  instances  where  a  bank  would  need  to  liquidate  its 
partnership  interests  in  a  timely  fashion.  BC-220,  for  example,  in¬ 
structs  national  banks  to  consider  the  marketability  of  investments  in 
investment  company  shares,  noting  in  particular  the  potential  diffi¬ 
culty  in  redeeming  shares  of  closed-end  investment  company  funds 
and  the  lack  of  a  secondary  market  for  such  shares  Id  at  3.  The 
OCC  has  defined  marketability  as  the  ability  to  sell  an  obligation  "with 
reasonable  promptness  at  a  price  which  corresponds  reasonably  to 
its  fair  value."  1 2  CFR  1  5(a). 
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We  conclude  that  national  banks  may  participate  as 
limited  partners  in  the  partnership,  subject  to  the  qualifi¬ 
cations  we  have  set  out.  National  banks  participating  in 
the  limited  partnership  should  monitor  the  partnership’s 
securities  holdings  through  a  quarterly  review  of  the  part¬ 
nership's  securities  portfolio,  to  ensure  that  their  interest 
in  any  security  does  not  exceed  applicable  investment 
limits  To  determine  their  holdings  of  a  particular  security, 
banks  should  combine  their  pro  rata  share  of  any  security 
in  the  partnership’s  portfolio  with  both  (1)  their  pro  rata 
holdings  of  that  security  owned  by  other  investment  vehi¬ 
cles  in  which  they  have  an  investment  and  (2)  their  own 
direct  portfolio  holdings.  See,  e.g.,  OCC  Conditional  Ap¬ 
proval  No.  164  at  5  (December  9,  1994).  The  partnership 
agreement  must  acknowledge  that  the  partnership  is 
subject  to  federal  banking  laws  and  regulations  and  to 
supervision  and  examination  by  the  OCC.  As  we  have 
discussed,  the  partnership  agreement  must  restrict  in¬ 
vestments  to  those  permitted  for  national  banks  and  bar 
changes  in  investment  strategy  without  the  consent  of  all 
limited  partners.  The  partnership  agreement  also  must 
disclose  fully  the  partnership’s  proposed  activities.  More¬ 
over,  national  banks  should  comply  with  applicable  ac¬ 
counting  standards  for  investments  in  limited 
partnerships. 

The  above  analysis  is  based  on  the  facts  as  outlined  in 
your  letter  and  subsequent  conversations.  This  letter 
does  not  constitute  an  endorsement  of  investment  in 
the  proposed  partnership  and  national  banks  contem¬ 
plating  such  investment  should  make  their  own  inde¬ 
pendent  evaluation  of  its  appropriateness. 

Lee  Walzer 
Senior  Attorney 
Securities  and  Corporate 
Practices  Division 

*  *  ★ 


688 — September  1994 


Mr.  Michael  Lipsitz 
Senior  Attorney 

The  First  National  Bank  of  Chicago 
One  First  National  Plaza 
Mail  Suite  0287 
Chicago,  Illinois  60670-0287 

Re:  Request  for  a  Modification  of  a  Supervisory 

Condition  Restricting  Purchases  of  Mutual  Fund 
Shares  by  First  National  Bank  of  Chicago  (FNBC 
or  Bank)  and  its  operating  subsidiary  First 
Chicago  Investment  Management  Company 
(FCIMC) 

Application  Control  Number:  94-ML-1 2-0387 
Dear  Mr.  Lipsitz: 

This  letter  is  in  response  to  your  requests  dated  Decem¬ 
ber  23, 1 994,  and  February  23, 1 995,  ("letters”)  seeking 
a  modification  by  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  of  a  condition  of  approval  for  a  bank 
operating  subsidiary,  FCIMC.  The  condition  prevents 
FNBC  and  FCIMC  from  purchasing  for  their  own  ac¬ 
counts  shares  in  mutual  funds  advised  by  FCIMC.  This 
modification  will  enable  the  bank  to  facilitate  daily 
sweep  transactions  for  its  customers  as  described  in 
your  letters.  Based  upon  the  proposal  described  in  your 
letters,  the  OCC  authorizes  a  limited  modification  of  the 
condition  prohibiting  the  bank  and  FCIMC  from  pur¬ 
chasing  shares  in  bank-advised  mutual  funds.  This 
modification  does  not  affect  the  bank’s  obligation  to 
comply  with  the  applicable  limitations  of  23A  and  23B 
of  the  Federal  Reserve  Act,  12U.S.C.  371c  and  371c- 1 , 
as  well  as  safety  and  soundness  requirements.  You 
have  also  advised  us  that  the  bank  will  limit  its  invest¬ 
ment  in  these  funds  to  25  percent  of  the  outstanding 
shares  of  each  fund. 

FNBC’s  Proposal 

The  bank  and  FCIMC  request  that  the  OCC  modify  the 
condition  prohibiting  FNBC  and  FCIMC  from  purchas¬ 
ing  shares  in  the  First  Prairie  Funds,  a  proprietary 
mutual  fund  complex  advised  by  FCIMC.  This  condition 
was  included  in  the  FCIMC  operating  subsidiary  notice 
filed  September  14,  1994  with  the  OCC  (“notice”), 
pertaining  to  FClMC’s  performance  of  investment  advi¬ 
sory,  management,  and  administration  services.1  The 
condition  prohibits  both  the  bank  and  FCIMC  from 


1  FCIMC  was  referred  to  as  "First  Chicago  Investment  Advisers,  Inc  " 
in  the  Notice. 


90 


purchasing  mutual  fund  shares  for  their  own  accounts 
from  First  Prairie  Funds. 

FNBC  proposes  to  establish  a  sweep  service  enabling 
FNBC's  commercial  customers  to  have  their  demand 
deposit  account  (DDA)  balances,  up  to  a  target  bal¬ 
ance,  swept  into  a  money  market  mutual  fund  each  day 
in  order  to  realize  a  higher  yield.  Because  FNBC  seeks 
to  perform  this  sweep  each  business  day,  and  because 
the  First  Prairie  Funds’  business  day  closes  several 
hours  before  the  Bank’s,  FNBC  does  not  consider  a 
same-day  sweep  to  be  possible  within  each  customers’ 
account.  Because  of  this  intra-day  operational  prob¬ 
lem,  FNBC  proposes  to  hold  First  Prairie  money  market 
mutual  fund  shares  briefly  in  its  own  name  in  a  “facilita¬ 
tion  account"  in  order  to  enable  same-day  sweeps 
between  customer  DDA  and  mutual  fund  accounts.^ 

FNBC  represents  that  while  First  Prairie  Fund  shares  will 
be  owned  by  FNBC,  they  will  be  held  in  the  facilitation 
account  and  will  be  used  solely  in  connection  with  the 
sweep  proposal.  FNBC  represents  it  will  not  act  as  a 
dealer,  underwriter,  or  distributor  of  these  shares.  FNBC 
further  represents  the  First  Prairie  Funds  involved  in  this 
sweep  arrangement  will  invest  solely  in  bank-eligible 
securities  and  therefore  the  facilitation  account  will  only 
hold  an  interest  in  bank-eligible  securities.  FNBC  rep¬ 
resents  that  all  shares  held  in  the  bank’s  own  account 
will  constitute  permissible  bank  investments  pursuant 
to  12  U.S.C.  24(Seventh)  and  Banking  Circular  220. 

Analysis 

FNBC’s  proposal  essentially  involves  deposit  taking 
and  brokerage  activity  on  behalf  of  bank  customers  as 
permitted  by  1 2  U.S.C.  24(Seventh).  Bank  funds  will  at 
all  times  only  be  invested  in  money  market  mutual  funds 
whose  portfolios  consist  solely  of  bank-eligible  securi¬ 
ties.  Bank  investments  in  such  mutual  funds  are  permit¬ 
ted  as  described  in  Banking  Circular  220  (November 
21,  1986),  pursuant  to  authorization  in  12  U.S.C. 
24(Seventh). 

The  OCC  has  previously  concluded  that  national  banks 
may  act  as  agents  for  their  customers  in  buying  and 
selling  securities,  including  the  purchase  and  sale  of 
mutual  fund  shares.  The  OCC  has  also  stated  that  “[t]he 
use  of  a  "sweep"  service  [is]  not  consistent  with  the 
Glass-Steagall  Act  where  securities  are  purchased 


2The  First  Prairie  money  market  mutual  funds’  business  day  closes 
at  2  p.m.  (Central  Time).  The  bank’s  business  day  for  DDA  postings 
generally  closes  between  1 1  p.m.  and  midnight.  During  that  ten-hour 
period,  the  bank  will  hold  First  Prairie  Fund  shares  in  the  Facilitation 
Account  in  its  name.  In  addition,  on  some  days,  the  bank  may  hold 
First  Prairie  Fund  shares  overnight  if  customer  demand  for  mutual 
fund  shares  does  not  meet  the  bank’s  projected  estimates. 


solely  upon  the  order,  and  for  the  account  of,  custom¬ 
ers,  within  the  meaning  of  12  U.S.C.  24(Seventh)."  OCC 
Interpretive  Letter  No.  332,  [  1 985-1987  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  P85,502  (March  8,  1985). 

The  10  percent  individual  and  20  percent  aggregate 
restrictions  on  affiliate  transactions  imposed  by  23A 
and  23B  of  the  Federal  Reserve  Act  apply  to  FNBC  and 
FCIMC  purchases  of  shares  in  bank-advised  funds  that 
are  not  allocated  to  customer  sweep  accounts  each 
day.  The  bank  will  also  limit  investment  in  these  funds 
by  the  sweep  program  to  25  percent  of  the  outstanding 
shares  of  each  fund  at  any  one  time.  Investment  by  the 
bank  in  these  money  market  mutual  funds  will  be  within 
the  authority  of  permissible  bank  investments  under  12 
U.S.C.  24(Seventh)  because  these  funds  will  consist 
solely  of  bank-eligible  securities. 

Based  upon  the  representations  provided  in  your  Let¬ 
ters,  the  OCC  has  no  objection  to  the  requested  limited 
modification  of  the  condition  that  currently  prohibits 
FNBC  and  FCIMC  from  purchasing  shares  of  the  First 
Prairie  Funds  for  their  own  account. 

Frank  Maguire 

Senior  Deputy  Comptroller 

Corporate  Activities  &  Policy  Analysis 

★  ★  ★ 
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Jaqluin  M.  B.  Lloyd,  Attorney 
U.S.  Bancorp,  Law  Division 
1 1 1  S.W.  Fifth  Avenue 
Post  Office  Box  2200 
Portland,  OR  97208-2200 

Dear  Ms.  Lloyd: 

This  is  in  response  to  your  letter  of  June  30,  1995, 
addressed  to  our  Western  District  Office,  which  has 
been  referred  to  me  for  reply. 

Your  letter  notified  the  OCC  of  the  intention  of  United 
States  National  Bank  of  Oregon  to  establish  an  operat¬ 
ing  subsidiary  for  the  purpose  of  holding  a  60  percent 
share  in  a  limited  liability  company  ("LLC”)  located  in 
Delaware.  The  other  40  percent  interest  in  the  LLC  will 
be  owned  by  Card  Establishment  Services,  Inc. 
(“CES").  The  LLC  will  process  credit  card  sales  trans¬ 
actions  for  merchants,  a  business  that  is  currently  being 
conducted  within  a  division  of  the  bank.  The  LLC  will 
be  staffed  by  employees  of  the  bank  and  CES.  For  the 
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reasons  given  below,  we  conclude  that  the  proposed 
activities  are  permissible  and,  pursuant  to  1 2  CFR  5.34, 
approve  the  operating  subsidiary  application  subject 
to  the  conditions  specified. 

The  processing  of  credit  card  transactions  for  mer¬ 
chants  is  a  part  of  or  incidental  to  the  business  of 
banking  within  the  meaning  of  12  U.S.C.  24(Seventh). 
See,  e.g.,  OCC  Banking  Bulletin  92-24,  “Merchant 
Processing”  (May  5,  1992);  Comptroller's  Handbook  for 
National  Bank  Examiners,  Section  212,  “Credit  Card 
Plans.” 

The  OCC  has  in  a  variety  of  circumstances  concluded 
that  it  is  lawful  for  a  national  bank  to  own  an  interest  in 
an  LLC,  including  situations  where  the  ownership  inter¬ 
est  will  be  held  through  an  operating  subsidiary  of  the 
bank.  See,  e.g.,  Letter  of  Senior  Deputy  Comptroller 
Maguire  to  two  national  banks  dated  June  28,  1995 
(“Maguire  Letter”);  Interpretive  Letter  No.  657,  March 
31,  1995,  reprinted  In  [Current]  Fed.  Banking  L.  Rep. 
(CCH)  para.  83,605;  Interpretive  Letter  No.  645,  April 
29, 1994,  reprinted  in  [1994  Transfer  Binder]  id.  at  para. 
83,554. 


The  Maguire  Letter  specified  three  conditions  which 
must  be  satisfied  by  a  bank  which  proposes  to  engage 
in  permissible  activities  by  means  of  an  interest  in  an 
LLC:  (1)  the  articles  of  organization  and  operating 
agreement  must  specifically  state  that  the  LLC  will 
engage  only  in  activities  which  are  legally  permissible 
for  national  banks;  (2)  the  articles  of  organization  and 
operating  agreement  must  acknowledge  that  the  bank 
has  the  authority  to  veto  or  withdraw  from  the  LLC  in  the 
event  that  the  LLC  engages  in  activities  otherwise 
impermissible  for  national  banks;  and  (3)  the  articles  of 
organization  and  operating  agreement  must  provide 
that  the  bank,  as  a  member  of  the  LLC,  will  not  be  liable 
for  the  debts,  obligations  or  liabilities  of  the  other  mem¬ 
bers.  The  notice  you  submitted  indicates  an  awareness 
of  these  conditions,  contained  in  past  OCC  letters,  and 
states  that  the  bank  will  comply  with  them. 

The  bank  may  therefore  proceed  with  its  proposal  on 
these  terms. 

Stephen  R.  Steinbrink 
Senior  Deputy  Comptroller 
Bank  Supervision  Operations 

★  ★  ★ 
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Mergers  —  July  1  to  September  30,  1 995 


Mergers  consummated  involving  two  or  more  nonaffiliated  operating  national  banks 

Page  Page 


Arkansas 

July  1 : 

First  National  Bank,  Clinton,  Arkansas,  and 
Searcy  County  Bank,  Marshall,  Arkansas 
Merger .  97 

California 

July  7: 

Santa  Lucia  National  Bank,  Atascadero,  California,  and 
Central  Coast  National  Bank,  Arroyo  Grande,  California 


Merger .  97 

August  25: 

United  Security  Bank,  N.A.,  Fresno,  California,  and 
Golden  Oak  Bank,  Oakhurst,  California 
Merger .  97 


Louisiana 

July  1 : 

Hibernia  National  Bank,  New  Orleans,  Louisiana,  and 


Bank  of  St.  John,  Reserve,  Louisiana 

Merger .  97 

August  1 : 

MidSouth  National  Bank,  Lafayette,  Louisiana,  and 
Sugarland  State  Bank,  Jeanerette,  Louisiana 

Merger .  97 

August  3: 


The  First  National  Bank  of  Lake  Charles,  Lake  Charles, 
Louisiana,  and 

Lakeside  National  Bank  of  Lake  Charles,  Lake  Charles, 
Louisiana 

Merger .  98 


New  Hampshire 

July  1 : 

The  First  National  Bank  of  Portsmouth,  Portsmouth, 

New  Hampshire,  and 

North  Conway  Bank,  North  Conway,  New  Hampshire 
Merger .  98 

Texas 

July  1 : 

First  National  Bank  in  Cameron,  Cameron,  Texas,  and 


Lee  County  National  Bank,  Giddings,  Texas 

Merger .  98 

July  12: 

First  Interstate  Bank  of  Texas,  N.A.,  Houston,  Texas,  and 
Texas  National  Bank,  Tomball,  Texas 

Merger .  98 

July  13: 

Fidelity  Bank,  N.A.,  University  Park,  Texas,  and 
Interstate  National  Bank,  Dallas,  Texas 

Merger .  98 

July  31 : 

First  National  Bank  Sweetwater,  Sweetwater,  Texas,  and 
Citizens  State  Bank,  Roby,  Texas 
Merger .  98 


Wyoming 

July  31: 

First  National  Bank  Torrington,  Torrington,  Wyoming,  and 
Lingle  State  Bank,  Lingle,  Wyoming 
Merger .  99 


Mergers  consummated  involving  nonaffiliated  national  banks  and  savings  and  loan  associations 

Page  Page 


Florida 

July  1: 

First  Union  National  Bank  of  Florida,  Jacksonville, 

Florida,  and 

American  Savings  of  Florida,  F.S.B.,  Miami,  Florida 
Merger .  99 

Georgia 

August  9: 

First  Union  National  Bank  of  Georgia,  Atlanta, 

Georgia,  and 

Home  Federal  Savings  Bank,  F.S.B.,  Rome,  Georgia 
Merger .  99 


Illinois 

July  14: 

Marquette  National  Bank,  Chicago,  Illinois,  and 
Huntington  Federal  Savings  Bank  of  Illinois,  Chicago, 

Illinois 

Merger .  99 

Indiana 

August  4: 

The  Citizens  National  Bank  of  Evansville,  Evansville, 

Indiana,  and 

Union  Federal  Savings  Bank,  Evansville,  Indiana 
Merger .  99 
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Mergers  consummated  involving  two  or  more  affiliated  operating  banks 

Page 


California 

August  26: 

Community  First  National  Bank,  Pleasanton,  California, 
and 

Bank  of  Livermore,  Livermore,  California 
Merger  99 

Colorado 

August  14: 

Norwest  Bank  Colorado,  N  A„  Denver,  Colorado,  and 
Goldenbank,  N  A  ,  Golden,  Colorado,  and 
Goldenbank,  N  A  ,  Englewood,  Colorado,  and 
Goldenbank  Applewood,  Wheat  Ridge,  Colorado 
Merger  .  100 

Florida 

July  1 1: 

The  Huntington  National  Bank  of  Florida,  Maitland, 

Florida,  and 

First  Seminole  National  Bank,  Lake  Mary,  Florida 

Merger .  100 

August  1 1: 

Sun  Bank  Miami,  N.A.,  Miami,  Florida,  and 

Key  Biscayne  Bank  and  Trust  Company,  Key  Biscayne, 

Florida 

Merger .  100 

Illinois 

March  9: 

American  National  Bank  and  Trust  Company  of 
Chicago,  Chicago,  Illinois,  and 
American  National  Bank  and  Trust  Company  of 
Wisconsin,  Genoa  City,  Illinois 


Merger .  100 

May  6: 

The  Harrisburg  National  Bank,  Harrisburg,  Illinois,  and 
The  First  National  Bank  Effingham,  Effingham,  Illinois 

Merger .  100 

July  20: 


The  First  National  Bank  of  Central  Illinois,  Springfield, 

Illinois,  and 

City  Bank  of  Bloomington-Normal,  Bloomington, 

Illinois 

Merger .  100 

July  31: 

National  Bank  of  Northern  Illinois,  Waukeqan,  Illinois 
and 

Bank  of  Northern  Illinois,  Glenview,  Illinois 
Merger .  101 

September  15: 

Citizens  National  Bank  of  Macomb,  Macomb,  Illinois, 
and 

Roseville  State  Bank,  Roseville,  Illinois 
Merger .  101 

Kansas 

July  1 

Commerce  Bank,  N.A.,  Kansas  City,  Kansas,  and 
Commerce  Bank,  N.A.,  Leavenworth,  Kansas 

Merger  101 

July  21: 

Fort  National  Bank,  Easton,  Kansas,  and 
First  National  Bank  and  Trust  Company  of 
Leavenworth,  Leavenworth,  Kansas 


Merger  .  101 

August  18 

Bank  IV  Wichita,  N  A  ,  Wichita,  Kansas,  and 
Bank  IV  Missouri,  N  A  Overland  Park,  Kansas 
Merger  .  101 
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September  1: 

Commerce  Bank,  N.A.,  Wichita,  Kansas,  and 
Commerce  Bank,  El  Dorado,  Kansas 
Merger .  101 

Kentucky 

September  1 1 : 

Liberty  National  Bank  and  Trust  Company  of 
Kentucky,  Louisville,  Kentucky,  and 
Liberty  National  Bank  and  Trust  Company  of  Central 
Kentucky,  Elizabethtown,  Kentucky,  and 
Liberty  National  Bank  of  Owensboro,  Owensboro, 

Kentucky,  and 

Liberty  National  Bank  of  Shelbyville,  Shelbyville, 

Kentucky 

Merger .  102 

Louisiana 

July  1 : 

Hibernia  National  Bank,  New  Orleans,  Louisiana,  and 
Progressive  Bank  and  Trust  Company,  Houma, 

Louisiana 

Merger .  102 

Maryland 

August  28: 

First  United  National  Bank  and  Trust,  Oakland, 

Maryland,  and 

First  United  Bank  of  West  Virginia,  N.A.,  Oakland, 

Maryland 

Merger .  102 

Massachusetts 

August  31: 

BayBank  Boston,  N.A.,  Boston,  Massachusetts,  and 
BayBank  Connecticut,  N.A.,  Springfield,  Massachusetts 
Merger .  102 

Minnesota 

April  28: 

Firstar  Bank  of  Minnesota,  N.A.,  Bloomington, 

Minnesota,  and 

Investors  National  Bank,  Wayzata,  Minnesota 
Merger .  102 

Missouri 

July  1 : 

Commerce  Bank,  N.A.,  Kansas  City,  Missouri,  and 
Commerce  Bank  of  Kansas  City,  N.A.,  Kansas  City, 

Missouri 

Merger .  102 

September  8: 

The  Boatmen’s  National  Bank  of  St.  Louis,  St.  Louis, 

Missouri,  and 

Boatmen’s  National  Bank  of  Belleville,  St.  Louis, 

Missouri 

Merger .  103 

September  23: 

First  National  Bank  of  Missouri,  Lee's  Summit, 

Missouri,  and 

First  State  Bank  of  Missouri,  Buckner,  Missouri 
Merger .  103 

Nebraska 

September  27: 

First  National  Bank  and  Trust  Company  of  Columbus, 

Columbus,  Nebraska,  and 
First  National  Bank  Norfolk,  Norfolk,  Nebraska 
Merger .  103 
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New  York 

September  2: 

The  Chase  Manhattan  Bank,  N.A.,  New  York,  New 

York,  and 

Texas 

July  7: 

Woodforest  National  Bank,  Houston,  Texas,  and 

National  Bank  of  Conroe,  Conroe,  Texas 

United  States  Trust  Company  of  New  York,  New  York, 
New  York 

Merger . 

August  25: 

104 

Merger . 

North  Dakota 

August  1 1 : 

BNC  National  Bank,  Bismarck,  North  Dakota,  and 

The  First  National  Bank  of  Linton,  Linton,  North  Dakota 

103 

The  First  National  Bank  of  Perryton,  Perryton,  Texas,  and 
The  First  National  Bank  of  Hereford,  Hereford,  Texas, 
and 

Citizens  Bank  and  Trust  Company,  Pampa,  Texas,  and 
FirstBank  Southwest,  Amarillo,  Texas 

Merger . 

September  8: 

Norwest  Bank  North  Dakota,  N.A.,  Fargo,  North  Dakota, 
and 

Norwest  Bank  Grand  Forks,  N.A.,  Grand  Forks,  North 

103 

Merger . 

September  23: 

Parker  Square  Bank,  N.A.,  Wichita  Falls,  Texas,  and 

First  State  Bank  in  Archer  City,  Archer  City,  Texas,  and 
Norwest  Trust  Texas,  N.A.,  Wichita  Falls,  Texas 

104 

Dakota,  and 

Liberty  Bank  and  Trust,  N.A.,  Dickinson,  North  Dakota 

Merger . 

September  29: 

104 

Merger . 

103 

Brazos  Bank,  N.A.,  Joshua,  Texas,  and 

Alvarado  State  Bank,  Alvarado,  Texas 

Oregon 

August  31 : 

United  States  National  Bank  of  Oregon,  Portland, 
Oregon,  and 

U.S.  Bank,  N.A.,  Beaverton,  Oregon 

Merger . 

Virginia 

July  18: 

Premier  Bank,  N.A.,  Tazewell,  Virginia,  and 

104 

Merger . 

Pennsylvania 

February  21: 

Penn  Central  National  Bank,  Huntington,  Pennsylvania, 

104 

Premier  Bank  Richlands,  N.A.,  Richlands,  Virginia 

Merger . 

September  18: 

Central  Fidelity  National  Bank,  Richmond,  Virginia,  and 
Central  Fidelity  Bank,  N.A.,  Henrico  County,  Virginia 

105 

and 

The  First  National  Bank  of  Saxton,  Saxton,  Pennsylvania 
Merger . 

.104 

Merger . 

105 

Mergers  consummated  involving  affiliated  national  banks  and  savings  and  loan  associations 

Page 


Illinois 

June  23: 

Citizens  Bank  of  Illinois,  N.A.,  Harrisburg,  Illinois,  and 
King  City  Federal  Savings  Bank,  Mt.  Vernon,  Illinois 
Merger .  105 
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Most  transactions  in  this  section  do  not  have  accompanying  decisions.  In  those  cases,  the  OCC  reviewed  the 
competitive  effects  of  the  proposals  by  using  its  standard  procedures  for  determining  whether  the  transaction  has 
minimal  or  no  adverse  competitive  effects.  The  OCC  found  the  proposals  satisfied  its  criteria  for  transactions  that 
clearly  had  no  or  minimal  adverse  competitive  effects.  In  addition,  the  Attorney  General  either  filed  no  report  on 
the  proposed  transaction  or  found  that  the  proposal  would  not  have  a  significantly  adverse  effect  on  competition. 


Nonaffiliated  Mergers* 

FIRST  NATIONAL  BANK, 

Clinton,  Arkansas,  and  Searcy  County  Bank,  Marshall,  Arkansas 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  National  Bank,  Clinton,  Arkansas  (18604),  with .  $42,600,000 

and  Searcy  County  Bank,  Marshall,  Arkansas,  with .  34,571 ,000 

merged  July  1 ,  1995,  under  charter  18604  and  title  “Union  Planters  Bank  of  Central  Arkansas,  National  Association. 

The  merged  bank  at  date  of  merger  had .  87,1 71 ,000 


SANTA  LUCIA  NATIONAL  BANK, 

Atascadero,  California,  and  Central  Coast  National  Bank,  Arroyo  Grande,  California 


Names  of  institutions  and  type  of  transaction  Total  assets 


Santa  Lucia  National  Bank,  Atascadero,  California  (1 8691 ),  with .  $55,1 08,000 

and  Central  Coast  National  Bank,  Arroyo  Grande,  California  (21694),  with .  13,261 ,000 

merged  July  7,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  68,369,000 


UNITED  SECURITY  BANK,  NATIONAL  ASSOCIATION, 
Fresno,  California,  and  Golden  Oak  Bank,  Oakhurst,  California 


Names  of  institutions  and  type  of  transaction  Total  assets 


United  Security  Bank,  National  Association,  Fresno,  California  (20993),  with .  $104,030,000 

and  Golden  Oak  Bank,  Oakhurst,  California,  with .  42,279,000 

merged  August  25,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 146,309,000 


HIBERNIA  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  Bank  of  St.  John,  Reserve,  Louisiana 


Names  of  institutions  and  type  of  transaction  Total  assets 


Hibernia  National  Bank,  New  Orleans,  Lousiana  (13688),  with .  $6,330,405,000 

and  Bank  of  St.  John,  Reserve,  Louisiana,  with .  123,781,000 

merged  July  1 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  6,454,1 86,000 


MIDSOUTH  NATIONAL  BANK, 

Lafayette,  Louisiana,  and  Sugarland  State  Bank,  Jeanerette,  Louisiana 


l-Cl layouts,  LUUioiana,  unu  1^.  ■  ■■  . . . 7 

Names  of  institutions  and  type  of  transaction 

Total  assets 

MiaoUUlN  INcLUUlldl  Dalir\,  Lcuaycuc?,  Luuioiana  . . 

and  Sugarland  State  Bank,  Jeanerette,  Lousiana,  with . . ■  ■  • . 

mprged  August  1 .  1995.  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  16,669,000 

.  119,323.000 

★  *  * 


Nonaffiliated  mergers  include  the  merger,  consolidation,  or  purchase  and  assumption  of  nonaffiliated  operating  banks  or  savings  and  loan 
associations,  where  the  resulting  bank  is  a  national  bank 

Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  merger  and  thus  may  not  sum  to  the  total  assets  given  for  the 
merged  bank. 
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THE  FIRST  NATIONAL  BANK  OF  LAKE  CHARLES, 

Lake  Charles,  Louisiana,  and  Lakeside  National  Bank  of  Lake  Charles,  Lake  Charles,  Louisiana _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  Lake  Charles,  Lake  Charles,  Louisiana  (4154),  with .  $357  1 54  000 

and  Lakeside  National  Bank  of  Lake  Charles,  Lake  Charles,  Louisiana  (14849),  with . 1 77^094^000 

merged  August  3,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  501 ,004,000 


THE  FIRST  NATIONAL  BANK  OF  PORTSMOUTH, 

Portsmouth,  New  Hampshire,  and  North  Conway  Bank,  North  Conway,  New  Hampshire _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  Portsmouth,  Portsmouth,  New  Hampshire  (19),  with .  $412,052,000 

and  North  Conway  Bank,  North  Conway,  New  Hampshire .  133  002  000 

merged  July  1 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  545,054,000 

■k  k  ★ 

FIRST  NATIONAL  BANK  IN  CAMERON, 

Cameron,  Texas,  and  Lee  County  National  Bank,  Giddings,  Texas _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  National  Bank  in  Cameron,  Cameron,  Texas  (13731),  with .  $1 1 0,51 1 ,000 

and  Lee  County  National  Bank,  Giddings,  Texas  (17509),  with .  22*378  000 

merged  July  1 ,  1 995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  13o!939!oOO 

★  ★  ★ 

FIRST  INTERSTATE  BANK  OF  TEXAS,  NATIONAL  ASSOCIATION, 

Houston,  Texas,  and  Texas  National  Bank,  Tomball,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  Interstate  Bank  of  Texas,  National  Association,  Houston,  Texas  (1 7612),  with .  $6,575,762,000 

and  Texas  National  Bank,  Tomball,  Texas  (18649),  with .  97*826!oOO 

merged  July  1 2,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  6,669,61 1 ,000 

★  k  k 

FIDELITY  BANK,  NATIONAL  ASSOCIATION, 

University  Park,  Texas,  and  Interstate  National  Bank,  Dallas,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Fidelity  Bank,  National  Association,  University  Park,  Texas  (18073),  with .  $124,246,000 

and  Interstate  National  Bank,  Dallas,  Texas  (21024),  with . ’ '  ’  ’  ’  36!874!oOO 

merged  July  1 3,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 57,657,000 

*  Hr  * 

FIRST  NATIONAL  BANK  SWEETWATER, 

Sweetwater,  Texas,  and  Citizens  State  Bank,  Roby,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  National  Bank  Sweetwater,  Sweetwater,  Texas  (14598),  with .  $96,646,000 

and  Citizens  State  Bank,  Roby,  Texas,  with .  19!93o!oOO 

merged  July  31,  1995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 14,439,000 

k  k  k 
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FIRST  NATIONAL  BANK,  TORRINGTON, 

Torrington,  Wyoming,  and  Lingle  State  Bank,  Lingle,  Wyoming 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  National  Bank,  Torrington,  Torrington,  Wyoming  (14506),  with .  $41 ,997,000 

and  Lingle  State  Bank,  Lingle,  Wyoming,  with .  16,888,000 

merged  July  31,  1995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  58,804,000 


Nonaffiliated  Mergers  (thrift) 

FIRST  UNION  NATIONAL  BANK  OF  FLORIDA, 

Jacksonville,  Florida,  and  American  Savings  of  Florida,  F.S.B.,  Miami,  FLorida 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  Union  National  Bank  of  Florida,  Jacksonville,  Florida  (1 7695),  with .  $31 ,439,  995,000 

and  American  Savings  of  Florida,  F.S.B.,  Miami,  Florida,  with .  3,485,190,000 

merged  July  1 ,  1995,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  33,144,262,000 


FIRST  UNION  NATIONAL  BANK  OF  GEORGIA, 

Atlanta,  Georgia,  and  Home  Federal  Savings  Bank,  F.S.B.,  Rome,  Georgia 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  Union  National  Bank  of  Georgia,  Atlanta,  Georgia  (21161),  with .  $8,977,000,000 

and  Home  Federal  Savings  Bank,  F.S.B.,  Rome,  Georgia,  with .  194,000,000 

merged  August  9,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  9,171 ,000,000 


MARQUETTE  NATIONAL  BANK, 

Chicago,  Illinois,  and  Huntington  Federal  Savings  Bank  of  Illinois,  Chicago,  Illinois 


Names  of  institutions  and  type  of  transaction  Total  assets 


Marquette  National  Bank,  Chicago,  Illinois  (14504),  with .  $778,247,000 

and  Huntington  Federal  Savings  Bank  of  Illinois,  Chicago,  Illinois,  with .  50,935,000 

merged  July  1 4,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 829,182,000 


THE  CITIZENS  NATIONAL  BANK  OF  EVANSVILLE, 

Evansville,  Indiana,  and  Union  Federal  Savings  Bank,  Evansville,  Indiana 


Names  of  institutions  and  type  of  transaction  Total  assets 

The  Citizens  National  Bank  of  Evansville,  Evansville,  Indiana  (2188),  with .  $1,473,256,000 

and  Union  Federal  Savings  Bank,  Evansville,  Indiana,  with .  436,693,000 


merged  August  4,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 


Affiliated  Mergers* 

COMMUNITY  FIRST  NATIONAL  BANK, 

Pleasanton.  California,  and  Bank  of  Livermore,  Livermore,  California 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Community  First  National  Bank,  Pleasanton,  California  (21446),  with . 

.  $186,100,000 

.  68.200.000 

and  Bank  of  Livermore,  Livermore,  uaiiTorma,  . . x  ,  .  ,  ,  , 

mprgpd  August  26  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  251.300.000 

*  *  * 


•Affiliated  mergers  include  mergers,  consolidations,  and  purchase  and  assumptions  of  affiliated  institutions  where  the  resulting  bank  is  a  na¬ 
tional  bank 
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NORWEST  BANK  COLORADO,  NATIONAL  ASSOCIATION, 

Denver,  Colorado,  and  Goldenbank,  National  Association,  Golden,  Colorado,  and  Goldenbank,  National 


Names  of  institutions  and  type  of  transaction  Total  assets 

Norwest  Bank  Colorado,  National  Association,  Denver,  Colorado  (3269),  with .  $6  282  652  000 

and  Goldenbank,  National  Association,  Golden,  Colorado  (14384),  with . ]  ’  j  ’  273  384  000 

and  Goldenbank,  National  Association,  Englewood,  Englewood,  Colorado  (21258),  with .  30  260  000 

and  Goldenbank  Applewood,  Wheat  Ridge,  Colorado,  with . ”  '  ’  55  473  000 

merged  August  14,  1995,  under  charter  3269  and  title  “Norwest  Bank  Colorado,  National  Association.” 

The  merged  bank  at  date  of  merger  had .  g  ggg  gg2  qoo 

★  ★  * 

THE  HUNTINGTON  NATIONAL  BANK  OF  FLORIDA, 

Maitland,  Florida,  and  First  Seminole  National  Bank,  Lake  Mary,  Florida _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Huntington  National  Bank  of  Florida,  Maitland,  Florida  (21058),  with .  $542,570,000 

and  First  Seminole  National  Bank,  Lake  Mary,  Florida  (22901),  with .  52  736  000 

merged  July  1 1,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  595,306,000 

*  ★  * 

SUN  BANK  MIAMI,  NATIONAL  ASSOCIATION, 

Miami,  Florida,  and  Key  Biscayne  Bank  and  Trust  Company,  Key  Biscayne,  Florida 

Names  of  institutions  and  type  of  transaction  Total  assets 

Sun  Bank  Miami,  National  Association,  Miami,  Florida  (1 2047),  with .  $2,408,775,000 

and  Key  Biscayne  Bank  and  Trust  Company,  Key  Biscayne,  Florida,  with .  149i697!oOO 

merged  August  11,1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  2,569,883,000 

★  ★  ★ 

AMERICAN  NATIONAL  BANK  AND  TRUST  COMPANY  OF  CHICAGO, 

Chicago,  Illinois,  and  American  National  Bank  and  Trust  Company  of  Wisconsin,  Genoa  City,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

American  National  Bank  and  Trust  Company  of  Chicago,  Chicago,  Illinois  (13216),  with .  $5,464,244,000 

and  American  National  Bank  and  Trust  Company  of  Wisconsin,  Genoa  City,  Illinois  (221 17),  with .  ’  43’m’oOO 

merged  March  9,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  5,507,355,000 

*  ★  * 

THE  HARRISBURG  NATIONAL  BANK, 

Harrisburg,  Illinois,  and  The  First  National  Bank  Effingham,  Effingham,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Harrisburg  National  Bank,  Harrisburg,  Illinois  (14387),  with .  $108,936,000 

and  The  First  National  Bank  Effingham,  Effingham,  Illinois  (4233),  with  .  134,197,000 

merged  May  6,  1995,  under  charter  14387  and  title  “Citizens  Bank  of  Illinois,  National  Association.”  The  merged  bank  at 

date  of  merger  had .  244,393,000 

*  ★  * 

THE  FIRST  NATIONAL  BANK  OF  CENTRAL  ILLINOIS, 

Springfield,  Illinois,  and  City  Bank  of  Bloomington-Normal,  Bloomington,  Illinois _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  Central  Illinois,  Springfield,  Illinois  (205),  wit .  $508,862,000 

and  City  Bank  of  Bloomington-Normal,  Bloomington,  Illinois,  with .  47,988,000 

merged  July  20,  1995,  under  charter  205  and  title  “The  First  National  Bank  of  Springfield.”  The  merged  bank  at  date 

of  merger  had . .  556,850,000 
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NATIONAL  BANK  OF  NORTHERN  ILLINOIS, 

Waukegan,  Illinois,  and  Bank  of  Northern  Illinois,  Glenview,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

National  Bank  of  Northern  Illinois,  Waukegan,  Illinois  (945),  with .  $143,000,000 

and  Bank  of  Northern  Illinois,  Glenview,  Illinois,  with .  62,000,000 

merged  July  31,  1995,  under  title  and  charter  of  the  former.  The  merged  bank  at  date  of  merger  had .  205,000,000 

★ *  *  * 

CITIZENS  NATIONAL  BANK  OF  MACOMB, 

Macomb,  Illinois,  and  Roseville  State  Bank,  Roseville,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

Citizens  National  Bank  of  Macomb,  Macomb,  Illinois  (1441 5),  with .  $1 03,998,000 

and  Roseville  State  Bank,  Roseville,  Illinois,  with .  17,41 1 ,000 

merged  September  15, 1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  121 ,409,000 

★  ★  ★ 

COMMERCE  BANK,  NATIONAL  ASSOCIATION, 

Kansas  City,  Kansas,  and  Commerce  Bank,  National  Association,  Leavenworth,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Commerce  Bank,  National  Association,  Kansas  City,  Kansas  (18112),  with .  $137,398,000 

and  Commerce  Bank,  National  Association,  Leavenworth,  Kansas  (18289),  with .  92,492,000 

merged  July  1 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  229,890,000 

★  ★  ★ 

FORT  NATIONAL  BANK, 

Easton,  Kansas,  and  First  National  Bank  and  Trust  Company  of  Leavenworth,  Leavenworth,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Fort  National  Bank,  Easton,  Kansas  (21318),  with .  $15,325,000 

and  First  National  Bank  and  Trust  Company  of  Leavenworth,  Leavenworth,  Kansas  (182),  with .  56,913,000 

merged  July  21 ,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  70,862,000 

*  *  ★ 

BANK  IV  WICHITA,  NATIONAL  ASSOCIATION, 

Wichita,  Kansas,  and  Bank  IV  Missouri,  National  Association,  Overland  Park,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Bank  IV  Wichita,  National  Association,  Wichita,  Kansas  (12490),  with .  $4,980,141,000 

and  Bank  IV  Missouri,  National  Association,  Overland  Park,  Kansas  (22827),  with .  84,701 ,000 

merged  August  18,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  5,034,700,000 

★  ★  ★ 

COMMERCE  BANK,  NATIONAL  ASSOCIATION, 

Wichita,  Kansas,  and  Commerce  Bank,  El  Dorado,  Kansas _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

Commerce  Bank,  National  Association,  Wichita,  Kansas  (1 1010),  with .  $660,971 ,000 

and  Commerce  Bank,  El  Dorado,  Kansas,  with . . . •  ■  .  ^,^0,000 

merged  September  1 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  761 .445.000 

*  *  * 
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LIBERTY  NATIONAL  BANK  AND  TRUST  COMPANY  OF  KENTUCKY, 

Louisville,  Kentucky,  and  Liberty  National  Bank  and  Trust  Company  of  Central  Kentucky,  Elizabethtown, 

Kentucky,  and  Liberty  National  Bank  of  Owensboro,  Owensboro,  Kentucky,  and  Liberty  National  Bank  of 
Shelbyville,  Shelbyville,  Kentucky 

Names  of  institutions  and  type  of  transaction  Total  assets 

Liberty  National  Bank  and  Trust  Company  of  Kentucky,  Louisville,  Kentucky  (14320),  with .  $3,599,430,000 

and  Liberty  National  Bank  and  Trust  Company  of  Central  Kentucky,  Elizabethtown,  Kentucky  (22700),  with .  221  ’329^000 

and  Liberty  National  Bank  of  Owensboro,  Owensboro,  Kentucky  (22522),  with .  272,197,000 

and  Liberty  National  Bank  of  Shelbyville,  Shelbyville,  Kentucky  (21 884),  with . "  ’  ’  ’  65!292!oOO 

merged  September  11,1 995,  under  charter  14320  and  title  "Bank  One,  Kentucky,  National  Association." 

The  merged  bank  at  date  of  merger  had .  4,1 36,291 ,000 

*  *  * 

HIBERNIA  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  Progressive  Bank  and  Trust  Company,  Houma,  Louisiana 

Names  of  institutions  and  type  of  transaction  Total  assets 

Hibernia  National  Bank,  New  Orleans,  Louisiana  (1 3688),  with .  $6,421 ,837,000 

and  Progressive  Bank  and  Trust  Company,  Houma,  Louisiana,  with .  139,345^000 

merged  July  1 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  6,562!20o!oOO 

■k  -k  it 

FIRST  UNITED  NATIONAL  BANK  AND  TRUST, 

Oakland,  Maryland,  and  First  United  Bank  of  West  Virginia,  National  Association,  Oakland,  Maryland 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  United  National  Bank  and  Trust,  Oakland,  Maryland  (5623),  with .  $344,725,000 

and  First  United  Bank  of  West  Virginia,  National  Association,  Oakland  (3629),  with .  44,913,000 

merged  August  28,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  389,638,000 


BAYBANK  BOSTON,  NATIONAL  ASSOCIATION, 

Boston,  Massachusetts,  and  BayBank  Connecticut,  National  Association,  Springfield,  Massachusetts 

Names  of  institutions  and  type  of  transaction  Total  assets 

BayBank  Boston,  National  Association,  Boston,  Massachusetts  (16757),  with .  $994,186,000 

and  BayBank  Connecticut,  National  Association,  Springfield,  Massachusetts  (21403),  with .  88,719,000 

merged  August  31 , 1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 ,082,905,000 

★  *  * 

FIRSTAR  BANK  OF  MINNESOTA,  NATIONAL  ASSOCIATION, 

Bloomington,  Minnesota,  and  Investors  National  Bank,  Wayzata,  Minnesota 

Names  of  institutions  and  type  of  transaction  Total  assets 

Firstar  Bank  of  Minnesota,  National  Association,  Bloomington,  Minnesota  (16128),  with .  $1,000,000,000 

and  Investors  National  Bank,  Wayzata,  Minnesota  (22878),  with .  1,000,000,000 

merged  April  28,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  2,000,000,000 

★  *  * 

COMMERCE  BANK,  NATIONAL  ASSOCIATION, 

Kansas  City,  Missouri,  and  Commerce  Bank  of  Kansas  City,  National  Association,  Kansas  City,  Missouri 

Names  of  institutions  and  type  of  transaction  Total  assets 

Commerce  Bank,  National  Association,  Kansas  City,  Missouri  (181 12),  with .  $229,890,000 

and  Commerce  Bank  of  Kansas  City,  National  Association,  Kansas  City,  Missouri  (1 5985),  with .  2,371 ,985,000 

merged  July  1 ,  1995,  under  charter  18112  and  title  “Commerce  Bank,  National  Association."  The  merged  bank  at  date 

of  merger  had .  2,595,074,000 
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THE  BOATMEN’S  NATIONAL  BANK  OF  ST.  LOUIS, 

St.  Louis,  Missouri,  and  Boatmen’s  National  Bank  of  Belleville,  St.  Louis,  Missouri 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  Boatmen’s  National  Bank  of  St.  Louis,  St.  Louis,  Missouri  (17304),  with .  $1 0,931 ,741 ,000 

and  Boatmen’s  National  Bank  of  Belleville,  St.  Louis,  Missouri  (13236),  with .  341 ,144.000 

merged  September  8,  1995,  under  charter  13236  and  title  “The  Boatmen's  National  Bank  of  St.  Louis.” 

The  merged  bank  at  date  of  merger  had .  1 1,261 ,480,000 


FIRST  NATIONAL  BANK  OF  MISSOURI, 

Lee’s  Summit,  Missouri,  and  First  State  Bank  of  Missouri,  Buckner,  Missouri 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  National  Bank  of  Missouri,  Lee’s  Summit,  Missouri  (20573),  with .  $56,904,000 

and  First  State  Bank  of  Missouri,  Buckner,  Missouri,  with .  26,955,000 

merged  September  23,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  84,844,000 


FIRST  NATIONAL  BANK  AND  TRUST  COMPANY  OF  COLUMBUS, 
Columbus,  Nebraska,  and  First  National  Bank  Norfolk,  Norfolk,  Nebraska 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  National  Bank  and  Trust  Company  of  Columbus,  Columbus,  Nebraska  (8328),  with .  $313,772,000 

and  First  National  Bank  Norfolk,  Norfolk,  Nebraska  (18820),  with .  22,441,000 

merged  September  27,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  335,203,000 


THE  CHASE  MANHATTAN  BANK,  NATIONAL  ASSOCIATION, 

New  York,  New  York,  and  United  States  Trust  Company  of  New  York,  New  York,  New  York 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  Chase  Manhattan  Bank,  National  Association,  New  York,  New  York  (2370),  with .  $94,193,000,000 

and  United  States  Trust  Company  of  New  York,  New  York,  New  York,  with .  527,000,000 

merged  September  2,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  95,1 28,000,000 


BNC  NATIONAL  BANK, 

Bismarck,  North  Dakota,  and  The  First  National  Bank  of  Linton,  Linton,  North  Dakota 


Names  of  institutions  and  type  of  transaction  Total  assets 


BNC  National  Bank,  Bismarck,  North  Dakota  (22352),  with .  $61,657,000 

and  The  First  National  Bank  of  Linton,  Linton,  North  Dakota  (9590),  with .  52,523,000 

merged  August  11,1995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 202,287,000 


NORWEST  BANK  NORTH  DAKOTA,  NATIONAL  ASSOCIATION, 

Fargo,  North  Dakota,  and  Norwest  Bank  Grand  Forks,  National  Association,  Grand  Forks,  North  Dakota,  and 
Liberty  Bank  and  Trust,  National  Association,  Dickinson,  North  Dakota 


LIUCl  iy  uai  ir\  cimvj  n  uoi,  1  — -  , 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Norwest  Bank  North  Dakota,  National  Association,  Fargo,  North  Dakota  (2377),  with . . . 

and  Norwest  Bank  Grand  Forks,  National  Association,  Grand  Forks,  North  Dakota  (22843),  with . 

and  Liberty  Bank  and  Trust,  National  Association,  Dickinson,  North  Dakota  (12401),  with  . . . . 

merged  September  8,  1995,  under  charter  2377  and  title  “Norwest  Bank  North  Dakota,  National  Association. 

....  $1,119,838,000 

_  3,000,000 

_  123,514,000 

_  1,243,819.000 

*  *  * 
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UNITED  STATES  NATIONAL  BANK  OF  OREGON, 

Portland,  Oregon,  and  U  S.  Bank,  National  Association,  Beaverton,  Oregon 


Names  of  institutions  and  type  of  transaction  Total  assets 


United  States  National  Bank  of  Oregon,  Portland,  Oregon  (4514),  with .  $1 1,205,000,000 

and  U  S.  Bank,  National  Association,  Beaverton,  Oregon  (22243),  with .  442!622!oOO 

merged  August  31 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  11 ,483,878,000 


PENN  CENTRAL  NATIONAL  BANK, 

Huntington,  Pennsylvania,  and  The  First  National  Bank  of  Saxton,  Saxton,  Pennsylvania 


Names  of  institutions  and  type  of  transaction 

Total  assets 

Penn  Central  National  Bank,  Huntington,  Pennsylvania  (31),  with . 

and  The  First  National  Bank  of  Saxton,  Saxton,  Pennsylvania  (7229),  with  .... 

merged  February  21 ,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

$152,777,000 

39,409,000 

192,186,000 

★  *  ★ 

WOODFOREST  NATIONAL  BANK, 

Houston,  Texas,  and  National  Bank  of  Conroe,  Conroe,  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Woodforest  National  Bank,  Houston,  Texas  (16892),  with . 

and  National  Bank  of  Conroe,  Conroe,  Texas  (17744),  with . 

merged  July  7,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

$123,145,000 

127,807,000 

250,952,000 

★  ★  ★ 

THE  FIRST  NATIONAL  BANK  OF  PERRYTON, 

Perryton,  Texas,  and  The  First  National  Bank  of  Hereford,  Hereford,  Texas,  and  Citizens  Bank  and  Trust 

Company,  Pampa,  Texas,  and  FirstBank  Southwest,  Amarillo,  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

The  First  National  Bank  of  Perryton,  Perryton,  Texas  (8769),  with . 

and  The  First  National  Bank  of  Hereford,  Hereford,  Texas  (5604),  with . 

and  Citizens  Bank  and  Trust  Company,  Pampa,  Texas,  with . 

and  FirstBank  Southwest,  Amarillo,  Texas,  with . 

merged  August  25,  1 995,  under  charter  8769  and  title  “FirstBank  Southwest,  National  Association.”  The  merged  bank  at 
date  of  merger  had . 

$113,253,000 

83,887,000 

65,511,000 

120,618,000 

383,195,000 

★  ★  ★ 

PARKER  SQUARE  BANK,  NATIONAL  ASSOCIATION, 

Wichita  Falls,  Texas,  and  First  State  Bank  in  Archer  City,  Archer  City,  Texas,  and  Norwest  Trust  Texas,  National 
Association,  Wichita  Falls,  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Parker  Square  Bank,  National  Association,  Wichita  Falls,  Texas  (7617),  with . 

and  First  State  Bank  in  Archer  City,  Archer  City,  Texas,  with . 

and  Norwest  Trust  Texas,  National  Association,  Wichita  Falls,  Texsas  (22702),  with . 

merged  September  23,  1995,  under  charter  7617  and  title  “Norwest  Bank  Texas  Wichita  Falls,  National  Association.” 

The  merged  bank  at  date  of  merger  had . 

$265,868,000 

33,041,000 

6,803,000 

303,772,000 

★  *  * 

BRAZOS  BANK,  NATIONAL  ASSOCIATION, 

Joshua,  Texas,  and  Alvarado  State  Bank,  Alvarado,  Texas 


Names  of  institutions  and  type  of  transaction  Total  assets 


Brazos  Bank,  National  Association,  Joshua,  Texas  (16358),  with .  $45,1 17,000 

and  Alvarado  State  Bank,  Alvarado,  Texas,  with .  20,875,000 

merged  September  29,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  66,238,000 


104 


PREMIER  BANK,  NATIONAL  ASSOCIATION, 

Tazewell,  Virginia,  and  Premier  Bank  Richlands,  National  Association,  Richlands,  Virginia 

Names  of  institutions  and  type  of  transaction  Total  assets 

Premier  Bank,  National  Association,  Tazewell,  Virginia  (6123),  with .  $134,286,000 

and  Premier  Bank  Richlands,  National  Association,  Richlands,  Virginia  (10857),  with .  78,588,000 

merged  July  18,  1995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  212,874,000 

★  ★  * 

CENTRAL  FIDELITY  NATIONAL  BANK, 

Richmond,  Virginia,  and  Central  Fidelity  Bank,  National  Association,  Henrico  County,  Virginia 

Names  of  institutions  and  type  of  transaction  Total  assets 

Central  Fidelity  National  Bank,  Richmond,  Virginia  (22667),  with .  $1 0,017,493,000 

and  Central  Fidelity  Bank,  National  Association,  Henrico  County,  Virginia  (20934),  with .  13,681 ,000 

merged  September  18,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  10,024,221,000 

★  ★  ★ 

Affiliate  Mergers  (thrift) 

CITIZENS  BANK  OF  ILLINOIS,  NATIONAL  ASSOCIATION, 

Harrisburg,  Illinois,  and  King  City  Federal  Savings  Bank,  Mt.  Vernon,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

Citizens  Bank  of  Illinois,  National  Association,  Harrisburg,  Illinois  (14387),  with .  $250,632,000 

and  King  City  Federal  Savings  Bank,  Mt.  Vernon,  Illinois,  with .  177,080,000 

merged  June  23,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  427,712,000 

★  ★  ★ 
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Assets,  liabilities  and  capital  accounts  of  national  banks,  September  30,  1994  and  September  30,  1995 

(Dollar  amounts  in  millions) 


September  30, 
1994 

September  30, 
1995 

Change 

September  30,  1994- 
September  30,  1995 
fully  consolidated 

Consolidated 
foreign  and 
domestic 

Consolidated 
foreign  and 
domestic 

Amount 

Percent 

Assets 

Cash  and  balances  due  from  depository  institutions: 

Noninterest-bearing  balances  and  currency  and  coin  .  .  . 

$115,577.26 

$115,096.56 

-481 

-0.42 

Interest-bearing  balances . 

52,372.28 

50,877.28 

-1 ,495 

-2.85 

Securities  not  in  trading  account* . 

428,865.26 

391,941.27 

-36,924 

-8.61 

Federal  funds  sold  and  securities  purchased  under  agreements  to 

resell . 

82,292.48 

88,801.67 

6,509 

7.91 

Loans  and  leases  net  of  unearned  income . 

1,334,368.24 

1,442,327 

138,602 

10.39 

Less  allowance  for  loan  and  lease  losses . 

31,280.34 

31,089 

-251 

-0.80 

Less  allocated  transfer  risk  reserve  . 

3.85 

3.82 

0 

-0.70 

Net  loans  and  ieases . 

1,303,084.04 

1,441,937.20 

138,853 

10.66 

Premises  and  fixed  assets  . 

33,153.20 

34,508.20 

1,355 

4.09 

Other  real  estate  owned . 

7,578.94 

4,480.44 

-3,099 

-40.88 

All  other  assetst . 

180,638.64 

193,844.95 

13,206 

7.31 

Total  assets . 

2,203,562.10 

2,321,487.56 

117,925 

5.35 

Liabilities 

Deposits: 

Noninterest-bearing  deposits  in  domestic  offices . 

305,516.81 

309,811.04 

4,294 

1.41 

Interest-bearing  deposits  in  domestic  offices . 

1,012,983.14 

1,029,288.12 

16,305 

1.61 

Total  domestic  deposits  . 

1,318,499.95 

1,339,099.15 

20,599 

1.56 

Total  foreign  deposits . 

255,991.80 

283,959.35 

27,968 

10.93 

Total  deposits . 

1,574,491.76 

1,623,058.50 

48,567 

3.08 

Federal  funds  purchased  and  securities  sold  under  agreements 

to  repurchase . 

183,707.00 

189,093.90 

5,387 

2.93 

Demand  notes  issued  to  U.S.  Treasury . 

13,439.83 

12,791.67 

-648 

-4.82 

Other  borrowed  money . 

116,885.05 

155,776.15 

38,891 

33.27 

Subordinated  notes  and  debentures . 

25,217.91 

28,894.41 

3,676 

14.58 

All  other  liabilities-!'  . 

117,795.25 

125,545.15 

7,750 

6.58 

Total  liabilities . 

2,031,536.82 

2,135,159.78 

103,623 

5.10 

Limited-life  preferred  stock . 

1.16 

3.45 

2 

NM 

Equity  Capital 

Perpetual  preferred  stock . 

118.17 

410.72 

293 

247.55 

Common  stock  . 

17,129.38 

17,894.43 

765 

4.47 

Surplus  . 

Net  undivided  profits  and  capital  reserves . 

75,604.33 

78,948.27 

3,344 

4  42 

39,831.60 

89,714.58 

9,883 

12.38 

Cumulative  foreign  currency  translation  adjustments . 

Total  equity  capital X  . 

-659.36 

-605.41 

54 

NM 

172,024.13 

186,324.34 

14,300 

8.31 

Total  liabilities,  limited-life  preferred  stock,  and  equity  capital  .  . 

2,203,562.10 

2,321,487.56 

117,925 

5.35 

NM  =  Not  meaningful  „  ,  ,  x  t  ,  ...  .  ,  . 

‘Beginning  in  1994,  securities  classified  by  banks  as  "held-to-maturity '  are  valued  at  their  amortized  cost,  and  securities  classified  as 

“available-for-sale”  are  valued  at  their  current  fair  value.  .  ....... 

tBeginning  in  1994,  trading  account  assets,  which  are  included  in  all  other  assets,  are  reported  on  a  gross  basis,  and  trading  liabilities  are 
reported  separately  and  included  in  all  other  liabilities. 

^Subcomponents  of  equity  capital  do  not  add  to  the  reported  total  because  the  data  are  preliminary. 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  September  30,  1995 

(Dollar  amounts  in  millions) 


Consolidated 
foreign  and 
domestic 

Percent 

distribution 

Interest  income: 

Interest  and  fee  income  on  loans 

$95,174.02 

75.4 

Income  from  lease  financing  receivables 

1,828.52 

1.4 

Interest  income  on  balances  due  from  depository  institutions 

3,075.47 

2.4 

Interest  and  dividend  income  on  securities 

18,887.68 

15.0 

Interest  income  from  assets  held  in  trading  accounts 

2,556.92 

2.0 

Interest  income  from  federal  funds  sold  and  securities  purchase  agreements 

to  resell . 

4  653  69 

q  7 

Total  interest  income . 

126,182.40 

100.0 

Interest  expense: 

Interest  on  deposits  . 

43,124.77 

70.2 

Expense  of  federal  funds  purchased  and  securities  sold  under  agreements  to 

13.3 

repurchase . 

8,178.13 

Interest  on  demand  notes  issued  to  the  U  S.  Treasury  and  on  other  borrowed  money 

14.0 

Interest  on  mortgage  indebtedness  and  obligations  under  capitalized  leases 

8,578.61 

0.1 

Interest  on  notes  and  debentures  subordinated  to  deposits 

73.26 

2.4 

Total  interest  expense  . 

61.421.27 

100.0 

Net  interest  income . 

64,761.12 

Provision  for  loan  and  lease  losses . 

4,347.76 

Provision  for  allocated  transfer  risk . 

-0.24 

Noninterest  income: 

Service  charges  on  deposit  accounts . 

7,265.49 

19.3 

Other  noninterest  income . 

30,373.15 

80.7 

Total  noninterest  income . 

37,638.64 

100.0 

Gains  and  losses  on  securities  not  held  in  trading  accounts  .... 

185.66 

Noninterest  expense: 

Salaries  and  employee  benefits . 

26,575.05 

41.3 

Expenses  of  premises  and  fixed  assets  (net  of  rental  income)  .  . 

8,445.06 

13.1 

Other  noninterest  expense . 

29,364.15 

45.6 

Total  noninterest  expense  . 

64,384.26 

100.0 

Income  (loss)  before  income  taxes  and  extraordinary  items  and  other  adjustments  .  .  . 

33,800.41 

Applicable  income  taxes . 

11,923.89 

Income  before  extraordinary  items  and  other  adjustments . 

21,871.22 

Extraordinary  items  and  other  adjustments,  net  of  taxes . 

-5.33 

Net  Income* . 

21,865.88 

Total  cash  dividends  declaredf . 

12,670.28 

Recoveries  credited  to  allowance  for  possible  loan  losses  . 

2,954.67 

Losses  charged  to  allowance  for  possible  loan  losses  . 

7,146.03 

Net  loan  losses . 

4,191.36 

*The  subcomponents  of  income  may  not  add  to  the  reported  total  because  the  data  are  preliminary 
fBanks  with  assets  of  less  than  $100  million  report  this  item  only  in  their  December  report  of  income. 
Note  Preliminary  year-to-date  data 


110 


Loans  of  national  banks,  by  state,  September  30,  1995 
(Dollar  amounts  in  millions) 


Total 

loans, 

gross 

Domestic  offices 

Total 
loans  at 
foreign 
offices 

Loans 
secured 
by  real 
estate 

Loans  to 
farmers 

Commercial 

and 

industrial 

loans 

Loans 

to 

individuals 

Other 

loans 

All  national  banks 

$1,475,913 

$571,779 

$16,561 

$310,938 

$278,385 

$127,746 

$170,503 

Alabama . 

10,197 

5,457 

66 

2,476 

1,642 

556 

0 

Alaska . 

2,156 

1,009 

1 

641 

417 

84 

5 

Arizona  . 

27,394 

7,593 

325 

2,408 

15,229 

1,839 

0 

Arkansas  . 

7,914 

4,111 

353 

1,318 

1,949 

183 

0 

California  . 

158,761 

69,745 

2,137 

24,110 

9,495 

18,965 

34,309 

Colorado  . 

15,348 

6,707 

509 

2,638 

4,077 

1,417 

0 

Connecticut . 

15,137 

6,713 

4 

6,478 

831 

1,110 

0 

Delaware  . 

30,310 

515 

7 

152 

29,235 

30 

371 

District  of  Columbia  .... 

3,772 

2,663 

0 

580 

175 

190 

163 

Florida . 

69,966 

42,481 

263 

10,030 

12,960 

3,770 

462 

Georgia . 

42,365 

14,806 

159 

12,919 

1 1 ,402 

3,079 

0 

Hawaii . 

215 

140 

0 

65 

7 

3 

0 

Idaho  . 

4,394 

1,539 

330 

756 

1,606 

163 

0 

Illinois . 

59,492 

22,365 

923 

18,442 

9,852 

4,688 

3,222 

Indiana  . 

30,990 

14,637 

397 

6,070 

8,080 

1,805 

0 

Iowa . 

9,020 

3,337 

657 

1,812 

2,988 

227 

0 

Kansas  . 

8,796 

3,677 

930 

1,917 

2,003 

269 

0 

Kentucky  . 

15,923 

7,320 

161 

3,400 

3,742 

1,300 

0 

Louisiana . 

14,394 

6,195 

137 

3,313 

4,113 

637 

0 

Maine . 

902 

670 

5 

134 

78 

15 

0 

Maryland  . 

30,693 

17,307 

10 

5,941 

2,615 

4,300 

519 

Massachusetts  . 

45,676 

15,111 

6 

15,513 

3,248 

2,632 

9,167 

Michigan  . 

18,586 

9,539 

78 

4,197 

4,191 

581 

0 

Minnesota . 

33,516 

14,526 

738 

8,945 

4,617 

4,511 

180 

Mississippi . 

6,871 

3,367 

181 

1,476 

1,550 

298 

0 

Missouri . 

22,567 

10,040 

326 

7,101 

3,565 

1,535 

0 

Montana . 

2,541 

1,064 

220 

466 

739 

52 

0 

Nebraska . 

9,934 

2,711 

1,508 

1,758 

3,627 

330 

0 

Nevada  . 

15,850 

1,061 

10 

231 

14,457 

92 

0 

New  Hampshire . 

3,238 

1,031 

0 

85 

2,106 

16 

0 

New  Jersey . 

39,713 

20,211 

8 

12,625 

4,944 

1,740 

185 

New  Mexico . 

5,431 

3,020 

137 

831 

1,231 

212 

0 

New  York  . 

215,101 

40,692 

122 

19,537 

1 1 ,930 

24,397 

118,423 

North  Carolina . 

76,938 

29,170 

297 

23,459 

8,118 

14,259 

1,634 

North  Dakota . 

1,938 

708 

346 

450 

389 

45 

0 

Ohio . 

85,924 

32,585 

378 

19,520 

26,240 

7,053 

148 

Oklahoma . 

1 1 ,297 

5,219 

568 

3,039 

2,151 

319 

0 

Oregon  . 

13,179 

3,951 

255 

4,312 

2,955 

1,705 

2 

Pennsylvania . 

82,464 

36,221 

141 

24,752 

9,347 

10,490 

1,512 

Rhode  Island . 

9,796 

4,601 

0 

2,895 

471 

1,830 

0 

South  Carolina . 

7,206 

4,271 

33 

1,625 

994 

284 

0 

South  Dakota . 

16,483 

1,298 

488 

2,116 

12,489 

91 

0 

Tennessee  . 

28,191 

13,603 

126 

7,320 

5,280 

1,862 

0 

Texas  . 

87,437 

39,710 

1,916 

26,596 

13,895 

5,196 

125 

Utah  . 

7,457 

3,648 

128 

1,344 

1,878 

459 

0 

Vermont . 

1,644 

1,079 

4 

329 

184 

48 

0 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

15,773 

9,862 

83 

2,071 

3,340 

418 

0 

24,114 

8,180 

17,783 

9,467 

4,834 

8,041 

692 

13 

280 

6,429 

1,168 

4,968 

6,358 

1,983 

3,131 

1,129 

182 

1,326 

39 

0 

37 

Wyoming  . 

2,945 

2,151 

106 

179 

481 

29 

0 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Deposits  of  national  banks,  by  state,  September  30,  1995 


(Dollar  amounts  in  millions) 


Total 
demand 
deposits  at 
domestic 
offices 

All 

NOW 

accounts 

Money 

market 

deposit 

accounts 

Large 

time 

deposits 

All  other 
deposits  at 
domestic 
offices 

Total 

deposits 

at 

foreign 

offices 

Total 

consolidated 

deposits 

All  national  banks 

$299,744 

$128,249 

$275,171 

$122,246 

$513,690 

$283,959 

$1,623,059 

Alabama  . 

1,662 

1,072 

1,489 

1,341 

4,497 

317 

10,378 

Alaska  . 

961 

281 

414 

281 

992 

0 

2,929 

Arizona  . 

5,301 

2,408 

4,916 

2,827 

7,968 

0 

23,421 

Arkansas  . 

2,143 

1,510 

1,721 

1,417 

5,008 

0 

11,800 

California  . 

38,325 

14,247 

32,178 

9,249 

36,971 

41,955 

172,926 

Colorado  . 

5,388 

2,680 

4,756 

907 

6,335 

45 

20,11 1 

Connecticut . 

3,842 

963 

2,847 

1,904 

6,214 

806 

16,576 

Delaware  . 

562 

127 

3,375 

5,238 

3,765 

574 

13,641 

District  of  Columbia . 

1,637 

1,047 

1,939 

503 

1,400 

344 

6,870 

Florida . 

16,059 

3,470 

23,091 

9,344 

34,054 

623 

86,640 

Georgia . 

7,508 

2,665 

8,280 

3,203 

12,769 

939 

35,363 

Hawaii  . 

59 

31 

36 

42 

94 

0 

262 

Idaho  . 

759 

518 

566 

308 

1,917 

0 

4,069 

Illinois . 

13,640 

6,699 

9,705 

8,999 

26,854 

16,033 

81,931 

Indiana  . 

6,137 

4,238 

5,383 

2,576 

14,156 

523 

33,013 

Iowa . 

1,822 

1,338 

1,728 

688 

4,739 

0 

10,314 

Kansas  . 

1,878 

1,951 

2,185 

942 

6,078 

0 

13,035 

Kentucky  . 

3,014 

2,451 

1,516 

1,698 

7,083 

1,137 

16,899 

Louisiana . 

4,791 

2,780 

2,679 

2,661 

8,516 

160 

21,587 

Maine . 

187 

136 

85 

80 

627 

0 

1,115 

Maryland  . 

6,839 

3,555 

5,221 

1,696 

17,385 

1,639 

36,336 

Massachusetts . 

9,004 

2,703 

6,913 

3,047 

13,060 

9,734 

44,461 

Michigan  . 

4,022 

1,875 

2,842 

2,109 

11,762 

75 

22,685 

Minnesota . 

7,969 

2,749 

6,981 

1,648 

11,463 

1,708 

32,519 

Mississippi . 

1,793 

1,487 

1,371 

941 

3,628 

0 

9,221 

Missouri . 

6,169 

2,373 

7,606 

1,281 

9,958 

221 

27,607 

Montana . 

604 

355 

743 

141 

1,096 

0 

2,939 

Nebraska . 

1,895 

1,753 

1,430 

1,114 

6,505 

0 

12,697 

Nevada  . 

1,188 

615 

877 

354 

939 

0 

3,973 

New  Hampshire . 

136 

142 

380 

769 

1,104 

0 

2,531 

New  Jersey . 

11,015 

5,957 

7,723 

5,326 

21,723 

2,408 

54,152 

New  Mexico . 

1,642 

1,117 

1,315 

688 

3,309 

0 

8,070 

New  York  . 

25,593 

6,235 

23,720 

8,591 

21,570 

169,213 

254,923 

North  Carolina . 

14,811 

2,464 

15,371 

4,553 

20,255 

17,356 

74,811 

North  Dakota  . 

390 

454 

278 

161 

1,350 

0 

2,633 

Ohio . 

14,450 

7,758 

10,697 

5,250 

39,913 

4,138 

82,205 

Oklahoma . 

3,054 

2,300 

2,396 

2,048 

6,576 

66 

16,440 

Oregon  . 

3,705 

1,983 

3,293 

405 

3,834 

0 

13,220 

Pennsylvania  . 

17,861 

5,385 

15,660 

5,792 

34,798 

8,646 

88,143 

Rhode  Island  . 

1,197 

573 

1,908 

672 

2,965 

549 

7,863 

South  Carolina . 

1,700 

1,540 

2,027 

846 

3,809 

73 

9,994 

South  Dakota . 

1,019 

525 

1,355 

912 

3,364 

0 

7,175 

Tennessee  . 

6,228 

2,808 

7,157 

3,322 

12,814 

258 

32,587 

Texas  . 

24,672 

1 1 ,632 

22,885 

10,780 

34,882 

2,847 

107,698 

Utah  . 

2,021 

1,138 

1,746 

423 

3,374 

207 

8,908 

Vermont . 

256 

241 

540 

80 

783 

0 

1,900 

Virginia  . 

2,891 

1,648 

3,867 

1,522 

9,648 

0 

19,576 

Washington  . 

6,448 

2,681 

5,813 

1,156 

5,636 

246 

21,980 

West  Virginia  . 

1,337 

1,449 

831 

631 

5,645 

0 

9,892 

Wisconsin 

3,825 

1,799 

3,049 

1,606 

8,227 

1,118 

19,625 

Wyoming . 

332 

344 

288 

172 

2,278 

0 

3,414 

Note  Preliminary  end-of-quarter  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Interest  income  of  national  banks,  by  state,  September  30,  1995 

(Dollar  amounts  in  millions) 


Income 

Interest  due 

Interest 

Interest 

Interest 

Interest 

from 

from  other 

and 

from  trading 

from  federal 

Total 

and  fees 

lease 

depository 

dividends  on 

account 

funds 

interest 

on  loans 

financing 

institutions 

securities 

assets 

transactions 

income 

$95,174 

$1,829 

$3,075 

$18,888 

$2,557 

$4,654 

$126,182 

647 

14 

0 

168 

0 

10 

838 

154 

1 

0 

74 

0 

1 

229 

2,019 

79 

1 

257 

1 

47 

2,404 

480 

2 

1 

191 

0 

15 

688 

9,638 

244 

419 

1,133 

389 

264 

12,086 

972 

14 

4 

308 

0 

26 

1,324 

958 

1 

7 

324 

0 

34 

1,324 

2,866 

0 

12 

100 

0 

16 

2,994 

236 

0 

23 

118 

0 

53 

431 

4,585 

31 

67 

839 

1 

330 

5,853 

2,504 

74 

14 

385 

7 

103 

3,087 

15 

0 

0 

2 

0 

0 

17 

282 

3 

0 

25 

6 

2 

318 

3,696 

25 

409 

972 

238 

315 

5,655 

1,982 

44 

3 

403 

0 

58 

2,491 

669 

2 

1 

210 

0 

23 

904 

598 

9 

2 

230 

0 

27 

867 

975 

27 

1 

205 

0 

32 

1,240 

932 

2 

6 

465 

1 

26 

1,431 

55 

0 

0 

14 

0 

1 

71 

1,673 

127 

15 

447 

5 

28 

2,295 

3,320 

97 

197 

486 

146 

71 

4,318 

1,281 

6 

2 

240 

1 

25 

1,555 

1,983 

53 

2 

357 

5 

195 

2,595 

432 

1 

1 

189 

0 

10 

633 

1,427 

16 

5 

456 

4 

98 

2,006 

183 

0 

0 

35 

0 

2 

220 

765 

1 

1 

175 

0 

18 

961 

1,471 

3 

3 

63 

0 

8 

1,548 

411 

0 

0 

16 

0 

2 

428 

2,424 

2 

53 

663 

52 

313 

3,508 

374 

4 

1 

150 

4 

27 

560 

14,177 

314 

1,476 

2,087 

1,243 

1,060 

20,357 

4,428 

102 

96 

947 

373 

498 

6,445 

126 

1 

0 

36 

0 

2 

165 

5,671 

187 

18 

947 

6 

198 

7,028 

747 

2 

3 

332 

0 

17 

1,101 

814 

47 

0 

71 

13 

41 

986 

4,848 

123 

153 

1,273 

14 

97 

6,508 

494 

66 

4 

110 

0 

12 

685 

456 

0 

2 

134 

0 

70 

662 

1,396 

1 

1 

77 

0 

13 

1,488 

1  739 

17 

9 

434 

22 

57 

2,278 

5,185 

27 

35 

1,778 

4 

240 

7,269 

503 

18 

1 

115 

15 

46 

698 

113 

0 

0 

19 

0 

1 

133 

1,025 

2 

5 

333 

0 

11 

1,383 

1,620 

19 

0 

55 

6 

16 

1,716 

532 

1 

1 

155 

0 

12 

701 

1  139 

21 

17 

235 

1 

69 

1,482 

153 

0 

0 

50 

0 

15 

219 

All  national  banks 


Alabama . 

Alaska . 

Arizona . 

Arkansas  . 

California  . 

Colorado  . 

Connecticut  .... 

Delaware  . 

District  of  Columbia 
Florida . 


Georgia  . 
Hawaii  .  . 
Idaho  .  . 
Illinois  .  . 
Indiana 
Iowa  .  .  . 
Kansas 
Kentucky 
Louisiana 
Maine  .  . 


Maryland  .  .  . 
Massachusetts 
Michigan  .  .  . 
Minnesota  .  .  . 
Mississippi  .  .  . 
Missouri  .... 
Montana  .... 
Nebraska  .  .  . 
Nevada  .... 
New  Hampshire 

New  Jersey  .  . 
New  Mexico  .  . 
New  York  .  .  . 
North  Carolina  . 
North  Dakota  . 

Ohio . 

Oklahoma  .  .  . 
Oregon  .... 
Pennsylvania 
Rhode  Island 


South  Carolina 
South  Dakota 
Tennessee  .  . 
Texas  .... 

Utah . 

Vermont  .  .  . 
Virginia  .  .  . 
Washington  . 
West  Virginia 
Wisconsin  .  . 
Wyoming  .  . 


Note-  Preiminary  year-io-aaie  uaia.  muioaic  - - 

The  subcomponents  of  interest  income  do  not  add  to  the  reported  total  because  the  data  are  preliminary. 
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Noninterest  income  of  national  banks,  by  state,  September  30,  1995 


(Dollar  amounts  in  millions) 


Service 
charges  on 
deposit 
accounts 

Gains 
(losses) 
on  foreign 
exchange 
transactions 

Gains 
(losses) 
on  fees  from 
assets  in 
trading 
accounts 

Other 

noninterest 

income 

+ 

extraordinary 

items 

Gains 
(losses) 
on  assets 
not  in 
trading 
accounts 

Total 

noninterest 
income  and 
gains  (losses) 
on  assets  not 
in  trading 
accounts 

All  national  banks 

$7,265 

$1,386 

$1,390 

$27,592 

$186 

$37,819 

Alabama . 

47 

5 

2 

90 

0 

144 

Alaska . 

15 

0 

0 

29 

-4 

40 

Arizona  . 

136 

1 

1 

479 

-5 

612 

Arkansas  . 

50 

0 

4 

82 

0 

136 

California  . 

1,088 

-39 

347 

2,838 

-6 

4  229 

Colorado  . 

128 

0 

1 

241 

-7 

363 

Connecticut . 

87 

1 

2 

219 

3 

312 

Delaware  . 

6 

0 

0 

2,737 

-0 

2  743 

District  of  Columbia . 

35 

1 

1 

69 

-2 

103 

Florida . 

479 

5 

1 

678 

-3 

1,161 

Georgia . 

241 

2 

2 

522 

2 

768 

Hawaii . 

1 

0 

0 

1 

0 

2 

Idaho  . 

25 

0 

2 

22 

-0 

50 

Illinois . 

297 

67 

81 

618 

0 

1,064 

Indiana  . 

130 

1 

1 

282 

-9 

405 

Iowa . 

44 

0 

0 

162 

-4 

201 

Kansas  . 

59 

1 

3 

101 

-17 

147 

Kentucky  . 

73 

0 

0 

115 

5 

193 

Louisiana . 

126 

0 

2 

171 

-10 

290 

Maine . 

5 

0 

0 

4 

-0 

9 

Maryland  . 

168 

1 

5 

264 

17 

454 

Massachusetts . 

157 

54 

22 

684 

12 

929 

Michigan  . 

98 

1 

-1 

239 

2 

339 

Minnesota . 

147 

13 

22 

601 

5 

788 

Mississippi . 

47 

0 

1 

64 

-1 

112 

Missouri . 

134 

8 

20 

344 

10 

516 

Montana . 

14 

0 

0 

21 

-1 

34 

Nebraska . 

50 

0 

0 

223 

-1 

273 

Nevada  . 

26 

0 

0 

1,191 

0 

1,217 

New  Hampshire . 

2 

0 

0 

175 

-0 

177 

New  Jersey . 

234 

7 

8 

396 

47 

692 

New  Mexico . 

42 

0 

1 

53 

-1 

96 

New  York  . 

324 

1,146 

555 

4,744 

157 

6,926 

North  Carolina . 

410 

26 

169 

994 

-14 

1,585 

North  Dakota  . 

9 

0 

0 

17 

(0 

25 

Ohio . 

344 

12 

5 

1,377 

-18 

1,720 

Oklahoma . 

92 

2 

5 

127 

-5 

221 

Oregon  . 

119 

0 

20 

268 

2 

409 

Pennsylvania  . 

328 

36 

3 

1,516 

15 

1,898 

Rhode  Island  . 

23 

0 

0 

243 

3 

269 

South  Carolina . 

50 

0 

1 

73 

-7 

118 

South  Dakota . 

17 

0 

0 

1,697 

12 

1,726 

Tennessee  . 

180 

1 

77 

474 

-2 

730 

Texas  . 

753 

19 

14 

1,352 

-2 

2,134 

Utah . 

58 

0 

3 

165 

1 

227 

Vermont . 

7 

0 

0 

14 

-0 

21 

Virginia  . 

75 

0 

-1 

109 

6 

190 

Washington . 

183 

10 

8 

298 

1 

500 

West  Virginia  . 

28 

0 

0 

60 

-0 

88 

Wisconsin  . 

72 

3 

2 

340 

11 

427 

Wyoming  . 

6 

0 

-0 

9 

-6 

9 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Interest  expense  of  national  banks,  by  state,  September  30,  1995 

(Dollar  amounts  in  millions) 


Interest 

on 

deposits 

Expense  of 
federal 
funds 

transactions 

Interest  on 
Treasury 
demand  notes 
and 

other  borrowed 
money 

Interest 

on 

mortgage 

and 

capitalized 

leases 

Interest 

on 

subordinated 

notes 

and 

debentures 

Total 

interest 

expense 

All  national  banks 

$43,125 

$8,178 

$8,579 

$73 

$1,463 

$61,421 

Alabama . 

330 

69 

20 

0 

9 

428 

Alaska . 

61 

21 

0 

0 

0 

82 

Arizona  . 

480 

46 

310 

1 

15 

851 

Arkansas  . 

286 

17 

5 

0 

0 

308 

California  . 

4,005 

378 

500 

8 

258 

5,148 

Colorado  . 

408 

78 

5 

1 

3 

495 

Connecticut . 

386 

179 

98 

1 

14 

677 

Delaware  . 

510 

117 

617 

3 

35 

1,283 

District  of  Columbia . 

148 

39 

4 

0 

1 

191 

Florida . 

1,996 

402 

47 

4 

33 

2,483 

Georgia . 

876 

450 

189 

1 

57 

1,572 

Hawaii . 

5 

0 

0 

0 

0 

5 

Idaho . 

107 

25 

20 

0 

2 

154 

Illinois . 

2,350 

380 

271 

22 

92 

3,115 

Indiana  . 

889 

186 

98 

0 

0 

1,174 

Iowa . 

279 

82 

58 

0 

5 

424 

Kansas  . 

361 

33 

13 

0 

0 

407 

Kentucky  . 

473 

93 

27 

0 

3 

597 

Louisiana . 

510 

66 

21 

0 

0 

596 

Maine . 

26 

1 

4 

0 

0 

32 

Maryland  . 

787 

110 

20 

1 

17 

935 

Massachusetts  . 

1,484 

226 

667 

1 

45 

2,423 

Michigan  . 

597 

43 

29 

0 

1 

671 

Minnesota . 

722 

279 

198 

2 

9 

1,211 

Mississippi . 

223 

50 

7 

0 

0 

280 

Missouri . 

688 

184 

117 

3 

4 

995 

Montana . 

67 

10 

0 

0 

1 

79 

Nebraska . 

381 

25 

10 

1 

9 

426 

Nevada  . 

69 

30 

468 

0 

8 

575 

New  Hampshire . 

96 

8 

28 

0 

0 

131 

New  Jersey . 

1,134 

258 

70 

1 

30 

1,494 

New  Mexico . 

184 

40 

11 

0 

0 

236 

New  York  . 

9,087 

401 

1,825 

8 

461 

11,782 

North  Carolina . 

1,961 

1,076 

774 

2 

74 

3,88/ 

North  Dakota  . 

69 

4 

2 

0 

1 

76 

Ohio . 

2,216 

489 

449 

3 

83 

3,240 

Oklahoma . 

455 

70 

23 

0 

0 

549 

Oregon  . 

Pennsylvania  . 

Rhode  Island  . 

247 

2,188 

205 

67 

561 

98 

45 

612 

51 

0 

1 

0 

5 

60 

4 

364 

3,422 

359 

South  Carolina . 

249 

63 

5 

0 

5 

321 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

213 

867 

2,468 

210 

51 

527 

387 

254 

512 

41 

70 

173 

652 

86 

5 

104 

124 

35 

155 

22 

343 

76 

262 

26 

3 

37 

58 

8 

46 

0 

0 

0 

2 

0 

0 

1 

2 

0 

0 

0 

15 

6 

45 

2 

0 

18 

22 

0 

9 

1 

641 

1,122 

3,430 

324 

58 

690 

594 

298 

723 

63 

Note:  Preliminary  year-to-date  c 

ata.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Noninterest  and  other  expense  of  national  banks,  by  state,  September  30,  1995 


(Dollar  amounts  in  millions) 


Provision 
for  loan 
and 
lease 
losses 

Provision 

for 

allocated 

transfer 

risk 

Salaries 

and 

employee 

benefits 

Expenses  of 
premises 
and 
fixed 
assets 

Applicable 

income 

taxes 

Other 

income 

taxes 

Total 

noninterest 

and 

other 

expense 

All  national  banks 

$4,348 

$0 

$26,575 

$8,445 

$11,924 

$29,364 

$80,656 

Alabama  . 

Alaska 

24 

-1 

0 

0 

162 

62 

39 

20 

65 

22 

129 

35 

418 

139 

Arizona 

521 

0 

396 

101 

177 

734 

1  929 

Arkansas  . 

California  .  .  .  . 

Colorado  . 

10 

-184 

28 

0 

0 

0 

142 

3,285 

293 

39 

1,155 

96 

63 

1,680 

126 

132 

2,436 

408 

385 

8,373 

950 

Connecticut . 

13 

0 

268 

88 

109 

298 

776 

Delaware  ... 

707 

0 

622 

159 

477 

1  738 

3  702 

District  of  Columbia . 

-64 

0 

92 

37 

36 

115 

216 

Florida . 

236 

0 

936 

381 

598 

1,352 

3,503 

Georgia . 

106 

0 

438 

146 

258 

830 

1  777 

Hawaii . 

0 

0 

6 

3 

0 

3 

13 

Idaho  . 

8 

0 

48 

14 

24 

84 

177 

Illinois  .  . 

173 

0 

1,077 

335 

383 

866 

2,834 

Indiana  . 

53 

0 

426 

132 

221 

482 

1,315 

Iowa . 

65 

0 

160 

51 

61 

185 

522 

Kansas  . 

25 

0 

167 

45 

63 

187 

487 

Kentucky  . 

31 

0 

216 

63 

94 

215 

619 

Louisiana . 

1 

0 

341 

105 

104 

286 

837 

Maine . 

1 

0 

15 

4 

5 

11 

36 

Maryland  . 

19 

0 

485 

161 

243 

458 

1  366 

Massachusetts  . 

140 

0 

800 

242 

373 

779 

2,335 

Michigan  . 

60 

0 

284 

83 

142 

376 

946 

Minnesota . 

39 

0 

533 

165 

270 

680 

1,686 

Mississippi . 

6 

0 

134 

39 

58 

107 

343 

Missouri . 

25 

0 

402 

102 

192 

439 

1,160 

Montana . 

9 

0 

39 

13 

24 

49 

135 

Nebraska . 

50 

0 

206 

65 

80 

234 

635 

Nevada  . 

415 

0 

127 

24 

294 

806 

1  666 

New  Hampshire . 

41 

0 

11 

3 

56 

273 

383 

New  Jersey . 

31 

0 

694 

231 

343 

860 

2  159 

New  Mexico . 

-1 

0 

117 

39 

51 

117 

323 

New  York  . 

825 

0 

5,067 

1,560 

1,540 

3,859 

12,851 

North  Carolina . 

-58 

0 

1,235 

427 

455 

1,217 

3,276 

North  Dakota  . 

4 

0 

36 

10 

13 

23 

85 

Ohio . 

321 

0 

1,179 

319 

613 

1,807 

4,240 

Oklahoma . 

18 

0 

236 

68 

65 

230 

617 

Oregon  . 

35 

0 

230 

78 

155 

262 

760 

Pennsylvania  . 

-28 

0 

1,517 

523 

532 

1,310 

3,854 

Rhode  Island  . 

-5 

0 

158 

32 

109 

128 

423 

South  Carolina . 

-2 

0 

124 

42 

47 

154 

364 

South  Dakota . 

306 

0 

177 

38 

324 

1,193 

2,038 

Tennessee  . 

36 

0 

567 

150 

222 

489 

1,464 

Texas  . 

197 

0 

1,782 

621 

473 

1,719 

4,793 

Utah . 

11 

0 

150 

29 

69 

217 

476 

Vermont . 

5 

0 

25 

9 

8 

28 

76 

Virginia  . 

16 

0 

268 

86 

99 

200 

670 

Washington . 

42 

0 

372 

133 

240 

410 

1,196 

West  Virginia . 

19 

0 

121 

34 

68 

119 

361 

Wisconsin  . 

19 

0 

326 

99 

159 

274 

878 

Wyoming  . 

1 

0 

22 

6 

38 

24 

91 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Value  of  securities  not  in  trading  account  at  domestic  offices  of  national  banks,  by  state,  September  30,  1995 * 

(Dollar  amounts  in  millions) 


U.S. 

Other  U.S. 

Securities 

government 

government 

issued  by 

issued  or 

agency 

states  and 

Other 

U.S. 

guaranteed 

and 

political 

domestic 

Foreign 

Treasury 

certificates  of 

corporation 

subdivisions 

debt 

debt 

Equity 

securities 

participation 

obligations 

in  the  U.S. 

securities 

securities 

securities 

All  national  banks 

$99,500 

$89,746 

$106,430 

$30,323 

$29,846 

$1,527 

$9,086 

Alabama . 

350 

469 

2,019 

249 

56 

10 

51 

Alaska . 

699 

30 

325 

210 

228 

0 

15 

Arizona  . 

1,577 

2,080 

1,510 

103 

500 

1 

69 

Arkansas  . 

1,260 

421 

1,742 

664 

92 

0 

49 

California  . 

2,775 

6,119 

4,768 

572 

2,736 

16 

546 

Colorado  . 

1,133 

3,023 

935 

473 

313 

0 

66 

Connecticut . 

1,370 

3,066 

991 

22 

1,141 

5 

140 

Delaware  . 

864 

79 

634 

28 

708 

2 

50 

District  of  Columbia . 

415 

707 

798 

11 

379 

0 

39 

Florida . 

6,003 

3,514 

4,230 

953 

1,775 

44 

405 

Georgia . 

4,355 

1,070 

1,514 

593 

138 

42 

179 

Hawaii . 

30 

0 

14 

1 

0 

0 

2 

Idaho  . 

153 

87 

266 

33 

17 

0 

31 

Illinois . 

5,080 

2,689 

7,530 

3,196 

1,449 

14 

385 

Indiana  . 

703 

3,253 

2,032 

1,135 

524 

2 

155 

Iowa . 

820 

2,145 

695 

495 

92 

0 

106 

Kansas  . 

1,180 

981 

1,981 

607 

115 

2 

72 

Kentucky  . 

1,655 

671 

1,246 

793 

152 

0 

92 

Louisiana . 

3,632 

2,714 

2,378 

325 

224 

3 

112 

Maine . 

57 

89 

110 

16 

17 

0 

15 

Maryland  . 

1,667 

2,737 

2,067 

762 

2,519 

19 

88 

Massachusetts  . 

1,495 

2,535 

3,251 

106 

905 

97 

348 

Michigan  . 

1,194 

392 

2,905 

338 

484 

4 

122 

Minnesota . 

1,519 

3,357 

1,067 

862 

354 

5 

401 

Mississippi . 

827 

370 

1,783 

658 

114 

1 

30 

Missouri . 

3,241 

1,515 

2,978 

921 

810 

4 

91 

Montana . 

58 

469 

71 

50 

8 

0 

10 

Nebraska . 

1,341 

493 

1,107 

680 

41 

0 

75 

Nevada  . 

226 

394 

424 

5 

157 

0 

29 

New  Hampshire . 

95 

64 

60 

12 

9 

0 

14 

New  Jersey . 

6,902 

3,332 

1,836 

1,190 

186 

45 

244 

New  Mexico . 

539 

1,185 

1,053 

216 

90 

0 

33 

New  York  . 

4,935 

3,135 

3,776 

3,059 

2,041 

579 

2,071 

North  Carolina . 

12,387 

1,574 

3,126 

974 

189 

382 

317 

North  Dakota  . 

126 

319 

218 

57 

45 

0 

27 

Ohio . 

2,437 

5,512 

7,054 

1,556 

2,004 

7 

350 

Oklahoma . 

2,036 

1,181 

2,648 

828 

142 

1 

132 

Oregon  . 

Pennsylvania  . 

Rhode  Island . 

172 

395 

547 

232 

57 

0 

20 

4,047 

112 

5,980 

635 

12,041 

1,745 

1,711 

15 

3,530 

15 

83 

4 

630 

57 

South  Carolina . 

893 

931 

929 

218 

7 

1 

17 

South  Dakota . 

208 

915 

177 

126 

130 

0 

45 

Tennessee  . 

1,698 

1,616 

4,468 

875 

305 

3 

188 

Texas  .... 

13,502 

1 1 ,655 

9,739 

1,856 

2,597 

140 

428 

Utah  . 

233 

279 

1,444 

290 

75 

0 

221 

Vermont . 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wvnmino  . 

127 

864 

210 

654 

1,364 

280 

123 

2,970 

182 

499 

1,254 

542 

155 

1,403 

307 

1,328 

754 

249 

25 

401 

226 

482 

1,040 

72 

7 

1,491 

41 

256 

323 

261 

0 

1 

0 

0 

8 

o 

18 

142 

140 

68 

128 

22 

Wyominq  .  4»u_j _ — - — — - *— 

‘Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as 
"available-for-sale”  are  valued  at  their  current  fair  value. 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,00. 
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Off-balance  sheet  items,  by  state,  September  30,  1995 


(Dollar  amounts  in  millions) 


Unused 

commitments 

Letters 

of 

credit 

Securities 

lent 

Mortgages 
transferred 
to  FNMA  and 
FHLMC 
with  recourse 

Notional 
value  of 
swap 
contracts 

When-issued 
securities 
and  futures 
and 
forward 
contracts 

Written  and 
purchased 
options 
contracts 

All  national  banks 

$1,315,634 

$103,818 

$23,077 

$5,629 

$2,039,180 

$4,894,129 

$1,926,435 

Alabama  .  . 

3,715 

453 

7 

0 

400 

25 

5 

Alaska  . 

663 

12 

66 

0 

303 

39 

o 

Arizona 

Arkansas  . 

64,873 

1,683 

425 

86 

529 

0 

7 

61 

8,896 

0 

19 

126 

511 

40 

California  . 

87,615 

17,440 

3,680 

61 

462,791 

1,230,013 

169,589 

Colorado  . 

15,077 

393 

692 

0 

1,469 

49 

608 

Connecticut . 

9,460 

1,377 

0 

67 

6,734 

1,822 

1  091 

Delaware  . 

235,030 

2 

0 

0 

10,132 

264 

3  158 

District  of  Columbia . 

1,004 

90 

0 

0 

511 

91 

800 

Florida . 

25,622 

2,442 

122 

38 

7,975 

618 

4,082 

Georgia . 

45,287 

3,537 

0 

46 

10,491 

329 

1,775 

Hawaii . 

62 

3 

0 

0 

0 

0 

0 

Idaho . 

1,384 

40 

0 

0 

894 

2,728 

320 

Illinois . 

59,075 

4,837 

31 

23 

191,007 

450,369 

185,330 

Indiana  . 

17,808 

1,163 

41 

6 

6,325 

797 

1,824 

Iowa . 

8,492 

221 

109 

0 

381 

1 

178 

Kansas  . 

3,783 

146 

4 

21 

51 

39 

0 

Kentucky  . 

3,541 

470 

4 

23 

2,435 

3 

265 

Louisiana . 

Maine . 

6,288 

195 

338 

1 

94 

0 

20 

0 

446 

40 

25 

0 

626 

35 

Maryland  . 

10,228 

1,149 

160 

136 

6,881 

1,168 

876 

Massachusetts  . 

26,394 

3,226 

68 

49 

18,734 

66,470 

15,287 

Michigan  . 

10,685 

568 

108 

173 

1,570 

49 

151 

Minnesota . 

16,718 

1,777 

323 

50 

4,451 

5,095 

5,828 

Mississippi . 

1,733 

118 

224 

0 

234 

178 

280 

Missouri . 

11,401 

1,177 

362 

0 

5,311 

2,023 

729 

Montana . 

1,248 

39 

9 

0 

0 

0 

1 1 

Nebraska . 

12,545 

116 

0 

0 

280 

6 

35 

Nevada  . 

71,245 

59 

0 

0 

8,137 

503 

23,209 

New  Hampshire . 

8,952 

2 

0 

0 

1,658 

0 

106 

New  Jersey . 

10,114 

1,234 

0 

0 

18,543 

19,118 

1 1 , 1 60 

New  Mexico . 

1,124 

79 

139 

3 

265 

1,710 

155 

New  York  . 

124,997 

34,679 

7,684 

3,166 

924,250 

2,763,380 

898,617 

North  Carolina . 

48,182 

5,883 

0 

27 

160,565 

281,719 

519,336 

North  Dakota  . 

247 

13 

20 

0 

0 

1 

27 

Ohio . 

101,238 

3,613 

92 

62 

59,564 

4,449 

19,013 

Oklahoma . 

3,190 

324 

0 

19 

282 

20 

0 

Oregon  . 

12,979 

551 

0 

0 

840 

547 

156 

Pennsylvania  . 

47,074 

7,298 

3,977 

311 

41 ,809 

21,440 

18,040 

Rhode  Island . 

3,994 

264 

0 

0 

14,662 

684 

58 

South  Carolina . 

2,474 

201 

0 

31 

110 

93 

15 

South  Dakota . 

108,543 

54 

35 

0 

8,062 

524 

23,872 

Tennessee  . 

12,236 

1,470 

117 

583 

3,091 

3,811 

160 

Texas  . 

41,417 

3,830 

4,212 

257 

22,301 

3,737 

13,235 

Utah . 

4,140 

191 

0 

2 

867 

6,259 

1,776 

Vermont . 

445 

30 

0 

0 

0 

4 

75 

Virginia  . 

4,710 

501 

4 

0 

1,614 

51 

46 

Washington  . 

17,650 

1,100 

29 

0 

15,120 

23,398 

265 

West  Virginia  . 

1,519 

102 

63 

30 

1,239 

0 

200 

Wisconsin . 

7,357 

684 

61 

356 

7,463 

334 

3,475 

Wyoming  . 

199 

11 

13 

0 

0 

1 

4 

Swap,  futures  and  forward,  and  option  contracts  include  interest  rate,  foreign  exchange,  and  commodities  and  equities  contracts 
Note  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000 
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Outstanding  balances,  credit  cards  and  related  plans,  by  state,  September  30,  1995 

(Dollar  amounts  in  thousands) 


Alabama . 

Alaska . 

Arizona . 

Arkansas  . 

California . 

Colorado  . 

Connecticut  .  .  .  . 

Delaware  . 

District  of  Columbia 
Florida . 


Credit  cards  and  other 


Total 


related  credit  plans 


number  of 


Number  of 


Outstanding 


All  national  banks 


national  banks 


national  banks 


volume 


2,898 


1,934 


$120,082,173 


36 

4 

14 

75 

119 

99 

9 

19 

13 

111 


18 

3 

12 

37 

108 

87 

8 

19 

11 

66 


230,457 

69,897 

12,398,279 

242,590 

2,085,741 

1,796,795 

44,902 

29,201,683 

43,950 

1,997,375 


Georgia 
Hawaii  . 
Idaho  . 
Illinois  . 
Indiana 
Iowa  .  . 
Kansas 
Kentucky 
Louisiana 
Maine  . 


68 

1 

6 

248 

56 

68 

123 

70 

34 

6 


56 

1 

6 

153 

53 

49 

48 

46 

21 

5 


7,054,761 

3,298 

154,085 

2,747,952 

1,550,086 

1,724,784 

639,083 

266,217 

672,010 

23,313 


Maryland  .  .  . 
Massachusetts 
Michigan  .  .  . 
Minnesota  .  .  . 
Mississippi  .  .  . 
Missouri  .  .  .  . 
Montana  .  .  .  . 
Nebraska  .  .  . 
Nevada  .  .  .  . 
New  Hampshire 


22 

21 

42 

131 

23 

58 

21 

100 

6 

7 


19 

17 

33 

113 

13 
40 

14 
58 

5 

5 


546,118 

264,401 

798,337 

1,291,878 

104,015 

451,427 

174,206 

1,923,863 

14,192,491 

2,036,581 


New  Jersey  . 
New  Mexico  . 
New  York  .  . 
North  Carolina 
North  Dakota 

Ohio . 

Oklahoma  .  . 
Oregon  .  .  . 
Pennsylvania 
Rhode  Island 


34 

28 

69 

11 

20 

123 

122 

5 

125 

2 


30 

21 

50 

10 

17 

101 

63 

5 

88 

2 


237,080 

72,201 

7,004,312 

814,715 

34,581 

8,680,209 

137,822 

1,406,283 

582,896 

68,651 


South  Carolina . 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

Note:  Preliminary  end-of-quarter  data 


20 

21 

44 

463 

8 

9 

28 

21 

42 

74 

19 


20 

14 

26 

205 

7 

6 

19 

19 

21 

70 

16 


112,850 

9,872,249 

1,090,503 

1,301,793 

264,429 

65,746 

694,490 

2,308,943 

113,866 

470,371 

17,608 
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Consolidated  foreign  and  domestic  loans  and  leases  past  due  at  national  banks,  September  30,  1995 

(Dollar  amounts  in  millions) 


Number 

of 

banks 

Type  of  loan 

All  real 
estate 

Commercial  and 
industrial * 

Personalf 

Leases 

Other 

toanst 

Total 

loans 

To  non-U  S. 
addresses 

All  national  banks 

2,898 

$9,130 

$3,364 

$8,536 

$222 

$396 

$21,647 

$801 

Alabama . 

36 

51 

14 

44 

1 

0 

1 1 1 

0 

Alaska . 

4 

12 

8 

10 

0 

0 

31 

0 

Arizona  . 

14 

121 

15 

487 

5 

5 

633 

0 

Arkansas  . 

75 

51 

30 

37 

0 

1 

118 

0 

California  . 

119 

1,246 

338 

232 

12 

26 

1,854 

38 

Colorado  . 

99 

68 

57 

59 

2 

1 

188 

0 

Connecticut . 

9 

143 

17 

36 

0 

7 

202 

0 

Delaware  . 

19 

7 

4 

990 

0 

0 

1,001 

0 

District  of  Columbia . 

13 

30 

9 

4 

0 

11 

54 

1 

Florida . 

111 

607 

71 

225 

1 

13 

917 

2 

Georgia . 

68 

153 

103 

241 

2 

10 

508 

1 

Hawaii . 

1 

6 

0 

0 

0 

0 

7 

0 

Idaho . 

6 

22 

7 

22 

0 

3 

54 

0 

Illinois . 

248 

361 

289 

250 

6 

27 

933 

0 

Indiana  . 

56 

165 

74 

233 

6 

11 

489 

0 

Iowa . 

68 

32 

34 

112 

0 

1 

179 

0 

Kansas  . 

123 

44 

43 

47 

1 

4 

140 

0 

Kentucky  . 

70 

113 

35 

79 

7 

5 

239 

0 

Louisiana . 

34 

68 

25 

114 

1 

6 

215 

0 

Maine . 

6 

10 

3 

1 

0 

0 

14 

0 

Maryland  . 

22 

510 

122 

93 

27 

13 

765 

2 

Massachusetts . 

21 

240 

119 

96 

8 

6 

469 

65 

Michigan  . 

42 

150 

45 

114 

0 

2 

312 

0 

Minnesota . 

131 

114 

96 

70 

2 

4 

286 

0 

Mississippi . 

23 

35 

16 

30 

0 

2 

83 

0 

Missouri . 

58 

105 

89 

57 

5 

8 

264 

0 

Montana . 

21 

8 

9 

15 

0 

1 

34 

0 

Nebraska . 

100 

23 

34 

100 

0 

4 

161 

0 

Nevada  . 

6 

12 

2 

588 

0 

0 

603 

0 

New  Hampshire . 

7 

31 

3 

54 

0 

0 

88 

0 

New  Jersey . 

34 

450 

181 

125 

0 

16 

772 

0 

New  Mexico . 

28 

36 

9 

33 

0 

1 

79 

0 

New  York  . 

69 

1,434 

320 

1,421 

93 

54 

3,321 

679 

North  Carolina . 

11 

219 

101 

118 

3 

29 

471 

0 

North  Dakota  . 

20 

7 

11 

7 

0 

1 

25 

0 

Ohio . 

123 

411 

188 

781 

15 

5 

1,400 

0 

Oklahoma . 

122 

75 

50 

38 

0 

14 

177 

0 

Oregon  . 

5 

29 

40 

48 

5 

2 

123 

0 

Pennsylvania  . 

125 

576 

169 

301 

4 

38 

1,087 

0 

Rhode  Island  . 

2 

72 

22 

26 

2 

8 

129 

0 

South  Carolina . 

20 

61 

10 

12 

0 

0 

83 

0 

South  Dakota . 

21 

13 

37 

460 

0 

5 

515 

0 

Tennessee  . 

44 

120 

29 

112 

2 

2 

264 

0 

Texas  . 

463 

621 

307 

285 

3 

28 

1,244 

13 

Utah . 

8 

42 

15 

29 

1 

4 

91 

0 

Vermont . 

9 

21 

4 

4 

0 

0 

29 

0 

Virginia  . 

28 

112 

13 

72 

0 

-1 

196 

0 

Washington  . 

21 

78 

20 

102 

3 

7 

210 

0 

West  Virginia  . 

42 

87 

30 

54 

0 

0 

171 

0 

Wisconsin . 

74 

126 

91 

60 

7 

8 

292 

0 

Wyoming  . 

19 

4 

4 

7 

0 

1 

16 

0 

‘For  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial  (time  and  demand)  and  all  other  loans. 
|For  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans. 
tDoes  not  include  banks  with  assets  of  less  than  $300  million. 
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Percent  of  loans  past  due,  by  asset  size  of  national  banks,  September  30,  1995 * 


Less 

$300M 

$1B 

Greater 

All 

than 

to 

to 

than 

national 

$300M 

$1B 

$10B 

$10B 

banks 

Real  estate 

December  1994  . 

1.47 

1.23 

1.26 

1.75 

1.52 

March  1995  . 

1.70 

1.37 

1.35 

1.90 

1.66 

June  1995  . 

1.45 

1.20 

1.30 

1.68 

1.49 

September  1995  . 

1.51 

1.26 

1.34 

1.70 

1.53 

Commercial  and  industrialf 

December  1994  . 

2.94 

1.65 

0.90 

0.75 

0.89 

March  1995  . 

3.91 

2.14 

1.02 

0.79 

0.99 

June  1995  . 

3.31 

1.91 

1.06 

0.74 

0.94 

September  1995  . 

3.24 

1.97 

1.12 

0.60 

0.85 

Personal^ 

December  1994  . 

2.36 

1.98 

2.47 

2.57 

2.44 

March  1995  . 

2.28 

1.92 

2.54 

2.64 

2.50 

June  1995  . 

2.13 

1.93 

2.42 

2.75 

2.51 

September  1995  . 

2.48 

2.12 

2.93 

2.84 

2.78 

Leases 

December  1994  . 

0.91 

0.62 

0.61 

0.60 

0.60 

March  1995  . 

1.10 

0.51 

0.41 

0.54 

0.51 

June  1995  . 

1.03 

0.57 

0.55 

0.47 

0.49 

September  1995  . 

1.30 

0.58 

0.68 

0.62 

0.63 

Other  loans 

December  1994  . 

N/M 

0.25 

0.58 

0.31 

0.34 

March  1995  . 

N/M 

0.49 

1.42 

0.38 

0.53 

June  1995  . 

N/M 

0.44 

0.77 

0.32 

0.38 

September  1995  . 

N/M 

0.38 

0.62 

0.23 

0.28 

Total  loans 

December  1994  . 

1.70 

1.42 

1.53 

1.35 

1.42 

March  1995  . 

1.98 

1.58 

1.64 

1.43 

1.52 

June  1995  . 

1.71 

1.44 

1.54 

1.36 

1.43 

September  1995  . 

1.78 

1.53 

1.77 

1.31 

1.47 

*Past  due  loans  in  each  category  are  stated  as  a  percentage  of  loans  outstanding  of  that  type. 

tFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial  (time  and  demand)  and  all  other  loans. 
tFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans. 
Note:  Preliminary  end-of-quarter  data. 

N/M=Not  meaningful 
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